PA counting! 
Review 


Creditors Protection and Stockholders’ 
... Arthur H. Winakor 


Editorials 
Capital surplus; Dated surplus; Scanning; Economists and costs; New definitions 


The Accounting Exchange 
The “Report and Accounting” Approach, by Orton W. Boyd 


Book Reviews 
University Notes 
Published Quarterly by 


THE AMERICAN ASSOCIATION OF UNIVERSITY 
INSTRUCTORS IN ACCOUNTING 


a 
4 
» Asset Valuation in Dividend Decisions ..........,....L. L. Briggs: 
© Operating Deficit and Paid-in Surplus ........Henry Rand Hatfield 
The Clark Plan of Retail Accounting ..............OscarS§. Nelson. © 
‘ 
‘ 
& 
a 


A 
o 


| The Accounting Review 


Vou. TX SEPTEMBER No. 38 


Reports to Stockholders T. H. Sanders 


Asset Valuation in Dividend Decisions L. L. Briggs 


Operating Deficit and Paid-in Surplus . .. Henry Rand Hatfield 
The Clark Plan of Retail Accounting Oscar S. Nelson 


Creditors’ Protection and Stockholders’ Responsibility 
Arthur H. Winakor 


Editorials 


Capital surplus; Dated surplus; Scanning; Economists and costs; New definitions 


The Accounting Exchange 
The “Report and Accounting” Approach, by Orton W. Boyd 


Book Reviews 


Eugene S. Benjamin, Practical Credit Analysis; Edgar H. Gault and Raymond F. 
Smith, Wholesale Distribution of Breakfast Cereals in Southern Michigan; Edward 
Sherwood Mead, Corporation Finance; Arthur Stone Dewing, The Financial Policy 
of Corporations; John Maynard Keynes, Essays in Biography; Isaac Lippincott, 
Economic Development of the United States; O. M. W. Sprague, Recovery and 
Common Sense; Jacob B. Taylor and Herman C. Miller, Intermediate Accounting, 
Volume I; J. B. R. Smith, Editor, New York Laws Affecting Business Corpora- 
tions ; Frederick E. Croxton and Dudley J. Cowden, Practical Business Statistics ; 
H. A. Finney, Principles of Accounting, Volume I, Intermediate. 


University Notes 


Editor: Erto L. KoHusr. Agsistant Editors: E. A. HEILMAN, ARTHUR W. HANSON, and A. C. 
LITTLETON. 

Entered as second class matter at the Post Office at Menasha, Wisconsin. 

Manuscript and correspondence relating to editorial matters should be addressed to the Editor 
at 1 N. La Salle Street, Chicago, Ilinois. 

Advertising and advertising inquiries and subscription and business communications should 
be addressed to the Secretary-Treasurer, Charles F. Schlatter, 217 Commerce Building, University 
of Illinois, Urbana, Illinois. 

Subscription price: $4 a year; $1 a single copy; postage free. 

Acceptance for mailing at the special rate of postage provided for in the Act of February 28, 
1925, authorized February 12, 1932. 


20) 

220 

237 

242 


CONTRIBUTORS TO THE SEPTEMBER 
ISSUE 


T. H. Sanpers is professor of accounting at 
the Harvard Graduate School of Business Ad- 
ministration. The materials for his paper on 
corporate reports to stockholders were col- 
lected in the early months of this year while 
acting as research director for the Committee 
on Statistical Reporting and Uniform Ac- 
counting for Industry. 


L. L. Briges again comes to the fore with 
an interesting article on valuations as affect- 
ing dividend declarations. He is well known 
to readers of the Review through his many 
contributions to the legal background of ac- 
counting. He is associate professor of econom- 
ics at the University of Vermont. 


Henry Ranp Hartriexrp is professor of 
accounting at the University of California and 


is well known to readers of Tur AccouNTING 
RevIEw. 


Oscar S. NELSON is assistant professor of 
accounting at the Wharton School, University 
of Pennsylvania. He presents in this issue his 
reactions on the adoption of the Clark Plan 
of retail accounting. 


Arruur H. Winakor is statistician for the 
Bureau of Business Research at the Univer- 
sity of Illinois. 


Orton W. Boyp is a member of the Cost 
Accounting Unit in the Research and Plan- 
ning Division of N.R.A. He is also a member 
of the firm of Ford, Boyd and Colley, certi- 
fied public accountants, of Jacksonville, 
Florida. 


Copyright, 1984, The American Association of University Instructors in Accounting 


counti 
the Br 
cil for 
respec 
porat: 

Th 
activi 
termil 
the w 
in ari 
“Unit 
phase 
are si 
clusic 
mitte 


possi 

withi 

TI 

busin 

bility 

souns 

to tl 

repo. 
finan 
and 1 

ticul 

by v 

ford 

his f 

of th 

ness 

mitte 


The Accounting Review 


Vout. TX 


SEPTEMBER, 1934 


No. 8 


REPORTS TO;STOCKHOLDERS 


T. H. SAnpErRs* 


the findings of the Committee on Sta- 

tistical Reporting and Uniform Ac- 
counting for Industry, for presentation to 
the Business Advisory and Planning Coun- 
cil for the Department of Commerce, with 
respect to the financial reporting of cor- 
porations to their stockholders. 

The Committee has surveyed the area of 
activities referred to it with a view to de- 
termining both the relative importance and 
the urgency of the several problems there- 
in arising. The field covered by the words 
“Uniform Accounting” is extensive. Many 
phases of accounting theory and practice 
are still in a controversial stage. The con- 
clusion was inescapable that if the Com- 
mittee hoped to accomplish any practical 
results it should limit the scope of its in- 
quiry to one or two subjects which offered 
possibilities for tangible accomplishments 
within a reasonably short space of time. 

The part which is played in our national 
business life by investment, and the desira- 
bility of having it conducted upon the 
soundest basis possible, very soon brought 
to the fore the question of the published 
reports by which listed companies furnish 
financial information to their stockholders 
and to the business public generally. In par- 
ticular, our inquiry has related to means 
by which added protection might be af- 
forded to the investor, whether he placed 
his funds directly or through one or other 
of the different financial agencies. The busi- 
ness corporations of this country and the 
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*In the preparation of this paper, Professor 
Sanders was assisted by the members of the Com- 
mittee’s staff. 


various public and professional organiza- 
tions in the field have worked upon this 
problem for years, and substantial and con- 
tinuous progress has already been made. 
This report has therefore sought to embody 
the accomplishments already achieved, and 
to indicate the directions in which further 
progress may be expected. 

The financial reports made by corpora- 
tions to their stockholders, consisting pri- 
marily of a balance sheet, income statement, 
and statement of surplus, are the principal 
means by which interested persons endeavor 
to appraise the position and accomplish- 
ments of large corporations. In a country 
in which the ownership of corporations is 
distributed among millions of stockholders, 
and the savings of additional millions are in- 
vested in bonds of such corporations di- 
rectly or through savings banks, insurance 
companies, and other fiduciary institutions, 
the amount of reliance placed upon corpo- 
rate financial reports is very great; they 
are matters of considerable public concern. 
Indeed, it appears that these public finan- 
cial reports, since they are most readily 
available to the general public, are the key 
to the solution of the basic problem of pro- 
tecting the small investor. 

The form and content of financial re- 
ports best suited to the needs of investors 
have long been subjects of controversy. In 
this connection one should distinguish be- 
tween the internal accounts and records 
of a company, and its published reports. 
The latter are abstracts from the accounts, 
and for them to be reliable it is necessary 
first that the accounts shall have been set 
up in accord with sound principles of ac- 


| 
of 
ty 
is 
an 
| 
st 
n- 
er 
ti- 
le, 


202 


counting and classification, and second that 
the reports shall have been correctly drawn 
off from the accounts. In other words, at 
the basis of any good report must be a 
complete and reliable set of records, but for 
purposes of this inquiry these have been 
assumed. The questions with which the 
Committee was primarily concerned were: 
How adequate is the public financial re- 
porting today? and can any agreement be 
reached as to the general scope and nature 
of the factual and qualitative information 
to be presented to the public in the reports? 

The chief difficulty experienced by read- 
ers of reports has arisen not so much from 
differences in form and terminology as from 
differences in company practice with re- 
gard to disclosing or withholding certain 
kinds of information, coupled with a fail- 
ure to include in the reports sufficient ex- 
planation as to the basis of the figures to 
permit of a clear understanding of their 
significance. These differences in practice 
arise from two major causes. First, there 
are important differences in the nature and 
scope of the operations of companies in dif- 
ferent industrial or business groups and of 
companies within the same _ industrial 
group. Second, arising largely from these, 
there are at times differences of opin- 
idn among professional accountants, and 
among business men, as to what constitutes 
the best reporting of a given situation. In 
the face of these difficulties the main reli- 
ance must be on accountants of sufficient 
experience, disinterestedness, and sound 
judgment to be able to make the best 
choices among alternatives. As experience 
accumulates, however, it becomes possible 
to embody it in general principles for the 
guidance of all concerned. Not that these 
principles can ever be a substitute for judg- 
ment and experience, but they may serve 
to supplement these in a helpful way and to 
reduce the area within which the applica- 
tion of judgment is desirable. 

Constant efforts have been made for 
years, and are continuing, to increase the 
value of these reports to the investing pub- 
lic. The directors are primarily responsible 
for the reports, and generally they strive 
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to present an effective, simple and accurate 
picture of the company’s position and 
progress. The fact that public accountants 
share this responsibility with the directors 
should not be allowed to reduce or obscure 
the responsibility of either for the issuance 
of accurate statements. The security ex- 
changes, the several associations of pro- 
fessional accountants, and organized in- 
vestment and banking groups have all con- 
tributed by constructive criticism to the 
progress of sound corporate reporting. Ap- 
preciation of the social and economic im- 
portance of better financial reporting is 
growing, and conversations with the ac- 
counting officers of corporations, as well 
as with public accountants, indicate a gen- 
eral feeling that progressive steps can and 
should be taken at this time. 

With these considerations in mind, the 
approach to the problem has been first, to 
ascertain what reporting principles are 
generally applicable, and second, to con- 
sider the significance of the main items in 
corporate financial reports and the conten- 
tions for and against the various ways of 
showing them. The conclusions of the Com- 
mittee have been reached after consultation 
with professional accounting societies, ac- 
counting officers of corporations, and oth- 
ers who in public or private capacity have 
devoted considerable thought to the sub- 
ject, but none of these individuals or or- 
ganizations has been asked to subscribe to 
the recommendations contained in this re- 
port. On many of the preblems discussed 
it is not possible to ‘reach complete una- 
nimity of opinion and the Committee has 
attempted to reconcile honest differences 
on such points. 

The suggestions here made are intended 
to apply mainly to corporations whose se- 
curities are widely distributed or are ac- 
tively traded in on public exchanges, and the 
recommendations have been developed from 
the point of view of the interests of present 
and prospective stockholders and creditors 
of such companies. Without regarding 
these recommendations as final solutions to 
the many controversial aspects of corpo 
rate accounting, they may be taken as 
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practical expedients, the general adoption 
of which would result in a material improve- 
ment in the quality and quantity of the 
fnancial information now available to the 
public. The practices recommended as de- 
sirable are already in use by many compa- 
nies. No attempt has been made to develop 
ideal procedures which are too often based 
upon inadequate understanding of business 
facts, or are in conflict with the laws, or 
with the requirements of public and private 
regulatory agencies. The recommendations 
aim to present a practical course which, 
it is believed, can be safely taken at this 
time. 


NATURE OF ACCOUNTING STATEMENTS 


One of the most important problems in- 
volved in this question of corporate report- 
ing is that of educating the rank and file of 
investors to an appreciation of the char- 
acter of balance sheets and income state- 
ments, and especially of their unavoidable 
limitations. 

The symmetry and balance of published 
statements have led to a popular impres- 
sion that the figures contained in them are 
matters of final and undisputed fact to a 
greater degree than is warranted by cir- 
cumstances. The impression is sometimes 
held, moreover, that these statements, in 
addition to showing the past, can and 
should show what is going to happen to the 
company within the immediate future. 
Neither of these assumptions can be ful- 
fated in practice. 

A business is a living, moving thing. In 
the course of its operations it is constantly 
transforming its assets from one stage to 
another and is constantly gaining or los- 
ing ground in the process. At any one mo- 
ment many undertakings are in mid-career ; 
until they have been completed no one can 
tell with certainty what will be the outcome, 
but by that time other and equally exten- 
sive operations will have been launched. 
This is just as true at December 81 as at 
any other date, but business convention and 
necessity have led to the practice of ren- 
dering annual accounting statements as of 
this or some other date selected as best 
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for the reporting company. Such state- 
ments always will be useful and necessary 
to business managers in charting their po- 
sition and steering their course, and they 
will always be helpful to present or pros- 
pective investors. But to regard every 
amount appearing on these statements as 
an indisputable fact is to attribute to the 
statements a greater degree of certainty 
than they can possess. 

This may be made clearer by consider- 
ing the origin of the amounts usually placed 
upon the two principal groups of assets 
shown in any balance sheet, namely, the 
fixed assets and the current assets. In an 
ordinary operating business the property 
accounts, representing real estate, plant 
and machinery, are shown in the balance 
sheet at the historical cost of the prop- 
erty. This is the permanent record of what 
the owners invested in tangible property 
and it is important for many reasons; but 
the heading of the balance sheet, contain- 
ing the words “as at December 31” may 
lead a person uninformed of the general 
rule to suppose that the amount given op- 
posite the plant item is its present value, 
whereas no balance sheet that follows the 
accepted conventions of accounting at- 
tempts to show present values for these 
assets. It would in most cases be imprac- 
ticable and expensive to revalue the fixed 
assets every year on an appraisal basis; 
and even if it were possible it would not 
necessarily be significant information, since 
there are other factors entering into the 
determination of the value of a going in- 
dustrial concern, including the capitalized 
present worth of its estimated future earn- 
ings. 

Current or working assets present an 
entirely different problem. These consist in 
part of cash, and usually in much larger 
part of receivables and inventories intended 
to be converted into cash in the near fu- 
ture. The probable cash value of all of 
these assets is a matter of dominant im- 
portance from the viewpoint of the credit 
of the company, and no more than this 
probable value is supposed to be shown in 
the balance sheet. The book value or cost 
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of these assets is the starting point in con- 
sidering them; in so far as this is fairly 
certain to be realized it will be used in the 
balance sheet, but in so far as current 
market prices or realizable amounts are 
less than cost, the balance sheet will uti- 
lize these lower figures. For inventories of a 
going concern, therefore, the lower of cost 
or market is the common rule, and for re- 
ceivables, the book accounts less probable 
uncollectible amounts, the best judgment 
of the accountant and the management be- 
ing required in each case. Their knowledge 
of the situation and the accounting rec- 
ords will aid in arriving at the appropriate 
amounts, but it is inevitable that the cur- 
rent assets as stated on the balance sheet 
are partly fact and partly estimate. 

The necessity of using judgment in ar- 
riving at some items appearing in the bal- 
ance sheet should not be considered, how- 
ever, as releasing the directors of a com- 
pany or the accountant from the responsi- 
bility for producing statements which can 
be used as a guide for investors and credi- 
tors. This is the more true since many as- 
pects of accounting theory have settled 
down to a substantial degree of accepted 
practice with which the experienced ac- 
countant will be acquainted and which will 
guide him in the preparation of financial 
statements. The reader of the statements 
is entitled to assume, moreover, that a con- 
scientious examination of the accounts has 
been made and that the judgment of a 
qualified person has been applied to them. 
In particular he is entitled to believe that 
the general impression conveyed by the 
statements was intended to be conveyed and 
that it is the right impression ; neither tech- 
nical procedures nor anything else should 
be permitted to stand in the way of attain- 
ment of this fundamental objective. Fur- 
thermore, the reader should be able to as- 
sume, in the absence of notice to the con- 
trary, that the generally accepted prin- 
ciples of accounting have been adhered to 
in the preparation of the statement. Bal- 
ance sheet and income statements prepared 
on sound principles are very important doc- 
uments, and are both helpful and informa- 
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tive to the man who understands them. But, 
regardless of how conscientiously the state- 
ments have been prepared, it will still re 
main true that no reader can fully under- 
stand them who has not informed himself 
of the accounting principles which under- 
lie them. If acquaintance with these prin- 
ciples leads him to realize what dependence 
he can place upon the statements, he is 
then in a much better position to under- 
stand the true significance of the figures 
presented. 


CONSISTENT APPLICATION OF PRINCIPLES 


The generally accepted principles of ac- 
counting include a number of permissible 
alternative practices, appropriate in dif- 
ferent circumstances. As to the choice be- 
tween these alternative practices, the pub- 
lished reports of a given company should 
possess a high degree of continuity. If in 
any year a change is made from one rec- 
ognized and proper method to another 
which, however, yields a substantially dif- 
ferent result, it is essential that the na- 


ture of this change be disclosed. Good and | 


sufficient reasons for making such changes 
arise from time to time, and company man- 
agements must be free to deal with varying 
circumstances in accordance with their best 
judgment, but the reader of the report 
should be advised of the change. 

Many corporations have striven for 
years to develop and improve their account- 
ing principles and practices ; a considerable 
number of them have prepared, for their 
own use, systems of accounts and direc- 
tions for their consistent application. The 
Interstate Commerce Commission and some 
of the state utility commissions have pub 
lished accounting systems for companies 
under their jurisdiction, and a number of 
trade associations have issued systems for 
the industries which they serve. The Ameri- 
can Institute of Accountants, through 4 
Committee on Cooperation with Stock Ex- 
changes, has suggested that every company 
make available to stockholders an author- 
ized summary of its accounting principles 
and practices. If this were done it would 
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be desirable that every report published 
include a statement in effect as follows: 


“The books of account from which these 
statements have been prepared have been kept 
in accordance with the accounting rules and 
principles set forth in... .” 


A public utility or railroad company for 
which an accounting system had been pre- 
scribed by a commission having jurisdic- 
tion over the company would name that 
system in the above statement. All other 
companies would make references to the 
published accounting system of a trade as- 
sociation or the statement of accounting 
practice prepared by the individual com- 
pany, indicating that copies of these state- 
ments were available to the public on appli- 
cation. These statements of accounting 
principles should be sufficiently explicit 
that any interested person could ascertain 
what accounting practices the company 
followed. A procedure of this kind would 
constitute a long forward step toward 
clearing up the entire problem of public 
financial reporting. 


UNIFORM ACCOUNTING AND REPORTING 
PRACTICES 


Complete uniformity in accounting prac- 
tices throughout the whole field of busi- 
ness enterprise is often cited as an objective 
toward which business should constantly 
strive. Such an objective, however, even 
granting that it were susceptible of attain- 
ment, would by no means represent an ideal 
situation. To attempt now to standardize 
accounting procedures for all business 
would inevitably result in a standard far 
below the accounting practices of leading 
business concerns at the present time, and 
would tend to stifle the evolutionary prog- 
ress which has been constantly under way 
In accounting for many years and should 
be permitted to continue. Moreover, it is 
clear that, except for well-known basic 
principles which should find recognition in 
all accounting, the most effective account- 
ing for a particular company must be a 
system specifically designed to meet the pe- 
culiar requirements of that company. 
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A far better objective is first: the rec- 
ognition, adoption and consistent appli- 
cation by all business concerns of the basic 
principles of accounting, and second: the 
development and adoption, within each rea- 
sonably homogeneous field of industry, of 
uniform accounting practice especially 
adapted to the needs of that industry. Ex- 
perience has shown that a trade associa- 
tion, for example, representing a group of 
manufacturers all engaged in the same in- 
dustry may, with full knowledge of that 
particular business, develop a system of 
accounts that will conform to these funda- 
mental principles and at the same time be 
better suited to that business than would a 
system designed for general application. 
Likewise, the experience of the Interstate 
Commerce Commission and other regula- 
tory agencies has demonstrated that, while 
certain basic principles may be generally 
applied, it is necessary to devise a sepa- 
rate accounting system for each class of 
public utility coming under their jurisdic- 
tion. 

Similarly in the case of public reporting, 
to attempt to standardize the form and 
content of balance sheets and income state- 
ments would be undersirable. The con- 
ditions of different industrial groups, and 
of different companies, are in fact very di- 
verse; forcibly to reduce their reports to 
a flat uniformity is likely to obscure the 
presentation of information rather than to 
reveal the facts more clearly. Many com- 
panies are constantly experimenting to im- 
prove their statements as a reflection of 
their individual situation, and it is desira- 
ble that these efforts be encouraged. Cor- 
porations should endeavor to devise simple 
and non-technical forms and terminology 
for their published reports. Many compa- 
nies issue their financial statements in sim- 
ple and popular form designed to induce the 
greatest possible number of stockholders to 
read them; others issue them in more de- 
tailed and technical form, to assist the ex- 
pert analyst. Every company with a due 

sense of its obligations to stockholders will 
wish to satisfy both of these purposes as 
far as is reasonable, but clearly its en- 
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deavors to further the one objective may 
in some measure sacrifice the other. It 
seems probable that the interests of both 
classes of readers may best be served by 
balance sheets and income statements set 
forth in very simple explanatory form, sup- 
plemented by detailed schedules or analyti- 
cal statements which furnish information 
in which the expert analyst is particularly 
interested. 

For these and other reasons it would be 
a mistake, also, to attempt standardiza- 
tion of the degree of itemization in reports 
to stockholders. Some items in the balance 
sheet and income statement are more im- 
portant in some companies than in others. 
For example, in most manufacturing and 
trading companies the inventory is of great 
importance, while in a public utility com- 
pany it may be relatively negligible. 
Though it is difficult to lay down criteria 
for determining when an item should or 
should not be separately stated on the bal- 
ance sheet, it seems evident that the in- 
vestor’s viewpoint should be the primary 
consideration in deciding all such questions. 

One influence tending to restrict the 
amount of information furnished by a com- 
pany to its stockholders is a very genu- 
ine fear of revealing to competitors and 
others information which may be of service 
to them and injurious to the company. 
There are many ways in which this may 
occur; a disclosure either of unexpected 
strength or unexpected weakness may serve 
to encourage competitors to increase their 
efforts. Publication of figures of gross 
sales, cost of sales and resulting gross 
profit on sales is regarded with special ap- 
prehension on this score, since such dis- 
closure may serve to attract new compe- 
tition, may induce price cutting or may 
prompt large buyers to demand price re- 
ductions. Experience has shown in many 
cases that these fears are exaggerated, and 
that the publication of information which 
the company was reluctant to disclose has 
been attended by no ill consequences. This 
is a matter, however, which might well be 
allowed to follow a natural development, 
in which business men may feel their way 
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towards as complete reporting as the cir. 
cumstances of their business will permit. 


FREQUENCY AND DATE OF PUBLICATION 


There is fairly general agreement that 
each company should present annual bal- 
ance sheets and income statements, prop- 
erly audited, but considerable difference of 
opinion on the desirability of publishing 
reports more frequently. The problem of 
presenting quarterly or monthly income 
statements which will inform rather than 
mislead is undoubtedly a difficult one in 
many businesses. The seasonal nature of 
many businesses renders short term reports 
of little or no significance, and compari- 
sons between a short current period and the 
corresponding period of the preceding year 
are liable to be misleading. The shorter 
the term covered by a report, moreover, the 
more difficult it is to make the necessary 
expense allocations to the different periods 
on a basis which leaves a correct impres- 
sion. For example, reports for an inactive 
quarter to which the proportionate peri- 
odic expense has been charged may show 


losses and should be interpreted with cau- § 


tion. Anyone who, in reading an interim 
report, is disposed to minimize or overlook 
these difficulties is likely to be deceived in 
the inferences he draws. 

It would seem, however, that investors 


should receive some information as to com | 


pany performance more frequently than 
once a year, and each company should deal 
as best it can with the difficulties which 
have been mentioned. In the majority of 
cases quarterly reports of earnings are 
helpful and desirable, and for this reason 
are recommended as a general rule. To the 
extent that a quarterly report reflects ab 
normal conditions, or is difficult of inter- 
pretation, the circumstances which make it 
so may be briefly pointed out. 


It is not essential that these statements § 
be audited, since, apart from the expense, § 


such a requirement would delay publica- 
tion of the figures and thus materially re 
duce whatever value they might possess. 
Furthermore, the audited annual report 
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will serve as a check on the quarterly re- 
ports. 

Those who have the problem of deter- 
mining & company’s annual closing date 
might well consider the natural date for 
closing, for example, as related to the end 
of the active season. It is well for an in- 
dustry as far as possible to act as a unit in 
the matter, and for all companies within it 
to close on the same date. 


CONSOLIDATED STATEMENTS 


Where a group of companies is operated 
under a central control, the publication of 
reports for the parent company alone does 
not give the investor a complete picture of 
the position and accomplishments of the 
entire enterprise, nor can such a picture 
well be obtained from the published bal- 
ance sheets and income statements of the 
several controlled or subsidiary companies 
in conjunction with the parent company’s 
statements. The desirable procedure, as a 
rule, is to publish a balance sheet and an 
income statement for the parent company, 
and also consolidated statements for the 
entire group of companies, in which inter- 
company duplications have been eliminated. 

Accountants and business men hold wide- 
ly differing views upon many aspects of 
consolidated reports, and for the purpose 
of obtaining improvement in corporate re- 
porting practices it is not desirable to hur- 
ry a settlement of these differences. On the 
contrary, the greatest progress in this field 
will result from a continuation of the de- 
bating of consolidation problems. One of 
the principal issues involved is that of the 
degree of consolidation. In some cases com- 
pany units are financially associated with 
a group of companies to which they are 
otherwise very much unlike; it is then often 
best to consolidate the homogeneous units 
and treat the others as investments. No 
rule-of-thumb criteria can be established 
at this time, but the consolidated report 
should state any general principle which 
is followed by the company. The report 
should refer to accompanying schedules of 
those companies which are consolidated and 
those which are not, indicating preferably 
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the percentage of ownership in each case. 
It should also indicate the practice observed 
by the company in preparing its consoli- 
dated reports with respect to stating as- 
sets and liabilities, minority interest, capi- 
tal stock, surplus, intercompany elimina- 
tions, gross earnings, cost of sales, and div- 
idends. Here again the important consider- 
ation is that the investor be able to de- 
termine what has been done in the given 
case, rather than that all companies fol- 
low a uniform procedure. 

Consolidated reports should state the 
equity of the parent company in the un- 
distributed gains or losses of unconsoli- 
dated subsidiaries for the period under re- 
port, and also its equity in their surplus 
or deficit accumulated since they were ac- 
quired by the parent company. Likewise 
such statements should reflect the existence 
of any default in the interest, cumulative 
dividend, or sinking fund requirements of 
any controlled corporation whether consoli- 
dated or not. 


COMPARATIVE STATEMENTS 


The changes, from one year to the next, 
in the itemized amounts shown on a com- 
pany’s balance sheet are important; fre- 
quently they furnish to the reader more 
significant information than can be derived 
from any study of the items or ratios with- 
in a single balance sheet. This is recognized 
by many companies, and their reports in- 
clude either an analysis of the differences 
between the current balance sheet and the 
previous one, or else a comparative bal- 
ance sheet in which the figures for the two 
years are laid side by side so that the reader 
can make his own comparisons. For inter- 
nal purposes it is of course common for 
the accountants to prepare a statement of 
the sources and applications of funds han- 
dled during a period, and in a few instances 
these are published. The trained analyst 
who studies the company from the outside 
should be able from the published reports 
to reconstruct for himself the significant 
features of this statement. 

Whatever the procedure, it is desirable 
that the report for a given year provide 
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some means by which changes since the pre- 
ceding report may be ascertained without 
the necessity of referring to the latter. It 
is also desirable that comparisons of the 
amounts of the income statement items for 
the current and the preceding year be pro- 
vided. 


THE NEED FOR CONSERVATISM 


In the handling of these problems in 
which judgment plays so large a part, 
business men and experienced accountants 
alike are inclined, when in doubt, to adopt 
a conservative course. Considered in the 
abstract, understatement of a situation 
may be as objectionable as overstatement. 
In preparing reports for investors, how- 
ever, the probable consequences should be 
carefully considered and, in general, opti- 
mism is to be avoided. On the other hand, 
conservatism should not be carried to the 
point of deliberate and serious understate- 
ment of assets or earnings. 

The need for conservatism is most clear- 
lv evident in dealing with the distinction 
between capital and income. From a broad 
economic point of view, we have on the 
one hand the capital fund, the permanent 
resources at the disposal of the business, 
and on the other hand income, the flow of 
wealth issuing from the capital resources 
as the result of their operation by the man- 
agement. The primary objective of business 
is to increase the volume or velocity of this 
income stream, while at the same time keep- 
ing the capital fund intact. The primary 
problem of accounting is to measure this 
income stream, and to see that the integ- 
rity of the capital fund is maintained. 


Tue BaLancre SHEET 

The order in which the items of the bal- 
ance sheet are discussed in this section is 
not intended as a recommendation as to the 
order in which they should appear in a 
given balance sheet, nor even that they all 
be shown. Each company will arrange its 
statements in the form which it considers 
most effective in giving a clear picture to 
its stockholders and creditors. It should 
be understood also that recommendations 


for the separate listing of component items, 
or for disclosure of them in footnotes or 
otherwise, do not apply to inconsequen- 
tial amounts. To increase unduly the num- 
ber of items or subdivisions makes for cop- 
fusion rather than clarity. If it is desired to 
include different items of large amount un- 
der a single title, a schedule of its compo 
sition may be included in the report. 


CURRENT ASSETS 


It has already been stated that, since 
current assets are the working assets of 
the business and have a vital bearing upon 
the current credit position of the com 
pany, the important questions are the 
amounts to be included, and how readily 
realizable they may be. Specific rules as to 
what items constitute current assets are 
difficult to formulate; generally speaking 
the time limits used by a company in the 
definition of its current assets will not dif- 
fer from those applied to its current lia- 
bilities, since the former are largely re 
quired for the settlement of the latter and 
since the ratio of current assets to current 
liabilities, although not significant in all 
cases, in one of the comparisons most com 
monly made by balance sheet analysts. The 
nearest approach to a general rule is the 
convention followed by many companies of 
excluding items not convertible into cash 
within one year, although readily recog- 
nizable items based on general trade prac 
tices, such as installment receivables or i- 
ventories long in process, may be admitted. 
Reserves against current assets will either 
be deducted from them, or shown as cur 
rent liabilities, in order to avoid overstat- 
ing the net current assets. 

Cash. This item should be limited to cash 
on hand and in banks available for currest 
use, and will exclude cash in closed banks 
and any other items in the utilization 
which there may be substantial delay. Com 
panies having cash or bank balances i 
foreign currencies are confronted by a ques 
tion involving the rate of exchange to bk 
used in the conversion to American currélr 
cy. As a general rule the rate of exchangt 
on the date of the balance sheet should b 
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used, though exchange conditions at par- 
ticular times may suggest some modifica- 
tion of this principle. If, for example, con- 
version at the current rate is likely to show 
a profit on exchange, conservatism in the 
showing of profits and in the time of tak- 
ing them up suggests that apparent or pa- 
per profits, arising out of substantial 
amounts of cash which are not in fact to be 
converted at an early date, but will con- 
tinue to be held abroad, be carried in a 
suspense account until realization of such 
profits is established by actual conversion 
into American currency. 

When substantial amounts of funds are 
in time deposits or demand loans, or are 
tied up in employee working funds not 
readily transferable to the company’s gen- 
eral account, it is desirable to indicate them 
separately, or by a footnote on the balance 
sheet. 

Marketable Securities. In general, this 
term is used to indicate a class of asset 
which in currency and availability is second 
only to cash itself. If substantial amounts 
are so invested the item should be shown 
separately in the balance sheet. 

It is desirable that the term should be 
used to connote only securities of un- 
doubted liquidity, such as securities of the 
Federal government, and those state, mu- 
nicipal and corporation securities which are 
not highly speculative and for which a 
ready market exists. 

Securities carried in this category will 
preferably be valued at the lower of cost 
or current market prices. If any other 
amount is used, the current market value 
should be stated parenthetically or in a 
footnote on the balance sheet. 

Preferably, none of the company’s own 
securities nor those of its subsidiaries, with 
the exception of shortly maturing bonds 
of subsidiaries which it is certain will be 
paid, will be reported in this category. 
Even if such securities are held only tem- 
porarily, and could be readily converted in- 
to cash, the circumstances attendant upon 
the holding by a company of its own or its 
subsidiaries’ securities are not those which 
are generally understood to apply to the 
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term “marketable securities.” The larger 
such accumulations of a company’s own 
securities may be, the less likely it is that 
they could be realized without seriously 
lowering the market. If such securities are 
included in this category, the number, par 
or stated value, description, and the 
amount at which carried should be sep- 
arately stated in the balance sheet or dis- 
closed in a footnote. 

Accounts and Notes Receivable. As a 
general rule this category will include only 
receivables arising in the course of trade, 
that are readily collectible, and that will 
in all probability yield the amounts indi- 
cated. 

When, as is common, accounts receiv- 
able represent the major part of these as- 
sets, accounts and notes receivable may be 
reported as one item. In general, notes re- 
ceivable from subsidiary and controlled 
companies not consolidated and notes rep- 
resenting in large amount anything other 
than trade debts of customers require sep- 
arate mention. It is preferable that notes 
maturing later than one year from the date 
of the balance sheet be excluded from the 
current asset category and reported as in- 
vestments or other assets. 

The receivables stated on the balance 
sheet will exclude any accounts or notes 
known to be uncollectible. If notes past due 
and of doubtful collectibility are in sub- 
stantial amount, that fact warrants dis- 
closure of the values at which they are 
reported. 

Such items as customers’ credit balances, 
deposits on account, security guarantees, 
and freight allowances which will in all 
probability be taken may either be sub- 
tracted from the receivables, or included 
among the liabilities as the circumstances 
dictate. 

Appropriate reserves for uncollectible 
accounts and bad debts losses will be set 
up as of the balance sheet date on the basis 
of the company’s past experience and the 
judgment of the accountants and manage- 
ment. Preferably, the amount in these un- 
collectible reserves will be shown in the bal- 
ance sheet as a deduction from the stated 
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accounts receivable but, if the amount of 
the reserve is normal in the light of the 
company’s past experience and does not 
represent an appreciable proportion of 
total receivables, it is sufficient to state spe- 
cifically in the balance sheet that the 
amounts shown are after deduction of ade- 
quate reserves. 

If any of the accounts or notes receiv- 
able have been hypothecated or discounted, 
the amount involved should be stated in a 
footnote on the balance sheet. 

Inventories. The inventory figures on the 
balance sheet of a manufacturing or trad- 
ing concern have always and very proper- 
ly been regarded as matters of the first 
importance in their bearing upon the re- 
liability of the statement. Because of their 
direct influence upon both the current cred- 
it position of the company and the profit 
for the period under report and that of the 
ensuing accounting period, this item is al- 
ways reviewed with much interest by ac- 
countants, bankers and investors. The com- 
mon rule of valuation, cost or market, 
whichever is lower, is a salutary and prac- 
ticable one, its primary intent being that no 
inventory shall in any case be valued at 
more than the probable realization price, 
that no profit shall be taken on unsold mer- 
chandise. Other conservative methods are 
followed by some companies, such as the 
basic inventory method, in which a fixed low 
price is used through a period of rising 
prices; in most cases where used the meth- 
od is quite satisfactory, and needs only to 
be clearly announced and explained. The 
company should indicate its policy with re- 
spect to the method of arriving at the in- 
ventory figure, particularly with respect to 
the inclusion of such items as selling ex- 
penses, interest charges, administrative ex- 
penses, and intercompany or interdepart- 
mental profits on finished goods. In the 
event that substantial change has occurred 
in the inventory figure since the last pub- 
lished report, the reason for and amount of 
such change should be brought to the at- 
tention of the stockholders, indicating es- 
pecially whether the change is due primari- 
ly to differences in the quantities of goods 
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on hand, to a change in market prices, or 
to a different valuation policy. 

Where goods or commodities are subject 
wide price fluctuations, it sometimes hap- 
pens that their market value at the time of 
preparation of the report is substantially 
different from that at the date of the bal- 
ance sheet. Good reporting practice re 
quires that when a decline has occurred, the 
fact be indicated. 

The inventory figure will not include 
stocks of goods not owned by the reporting 
company. If stocks have been hypothe 
cated, appropriate mention of the fact is 
necessary. 

The amounts and treatment of substan- 
tial inventory adjustments should be dis- 
closed. 

Other Current Assets. If this caption is 
used in a balance sheet it should be accom- 
panied by descriptive or explanatory in- 
formation revealing the nature of the assets 
and giving some indication of their cur- 
rency and the basis of the amounts re- 
ported. 

If substantial amounts of current or 
shortly maturing indebtedness of subsidi- 
aries, officers or employees are included in 
this category, the practices with regard to 
disclosures mentioned in preceding topics 
apply. If these amounts are in large part 
secured by collateral held by the company, 
that fact has a bearing upon their probable 
liquidity and deserves mention. If securities 
of subsidiaries not consolidated, or of the 
reporting company itself are included in 
this category, appropriate disclosure as to 
the amount and basis of valuation should 
be made. 


INVESTMENTS 


Investments owned but not used in the 
operations of the business, securities of con- 
trolled companies, notes of or long-time ad- 
vances to subsidiaries, and any other items 
which are in the nature of permanent rather 
than temporary investments will be im 
cluded in this category. Differentiation be- 
tween items recorded as investments and 
items constituting part of the current as- 
sets can generally be determined by the at- 
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tendant circumstances. In the case of an 
insurance company the securities constitut- 
ing its permanent portfolio may be treated 
as investments rather than as current as- 
sets, regardless of maturity dates, and on 
this practice is based the use of values re- 
flecting something between original cost 
and current values. This procedure is, how- 
ever, in the nature of a temporary expedi- 
ent rather than sound permanent policy, 
and should be accompanied by appropriate 
reserve provisions. Securities, notes or 
other assets which the company intends to 
convert into cash or its equivalent within 
one year will preferably be carried in the 
current asset category rather than as in- 
vestments. 

When securities or long-term indebted- 
ness of subsidiary and affiliated companies 
not consolidated comprise a substantial 
part of the investments item, it is essential 
that the amount of them be shown in some 
way. Likewise, if any of the company’s own 
securities are included in this total, the 
number of shares of stock or the par value 
of bonds, and the amounts at which they 
are carried in this account, should be sep- 
arately set forth. 

Adequate reporting requires that the 
basis on which the amounts reported 
against investments were arrived at be in- 
dicated, and that any change in the basis 
since the preceding report be mentioned. 
Where investments are carried at substan- 
tially more than market value and there is 
any reasonable prospect of having to dis- 
pose of them in the near future, an appro- 
priate reserve for the probable loss should 
be shown in the balance sheet on the li- 
ability side or as a direct deduction from 
the investments. Similar provision should 
be made for any securities which have sus- 
tained a large decline in value which ap- 
pears to be permanent, even though they 
are not soon to be liquidated. If any have 
become clearly valueless, they should be 
omitted altogether. 

Notes of directors, officers and employ- 
ees included in this group in significant 
amount should be disclosed by stating them 
in a separate total on the balance sheet, 
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or by appropriate footnote or other refer- 
ence. 

If any portion of the securities or other 
property carried as investments has been 
hypothecated, this fact requires mention in 
a footnote on the balance sheet or else- 
where in the report. 

Unless the character of the investments 
is clearly shown on the balance sheet, refer- 
ence should be made to a schedule which 
itemizes the principal holdings. 


SINKING FUNDS 


If sinking funds have been established 
for the retirement of company obligations 
the amount of them should be separately 
shown on the balance sheet with appropri- 
ate explanatory or descriptive remarks to 
indicate their nature and purpose, and the 
basis of valuation followed. 


DEFERRED CHARGES 


This group of items is often regarded as 
of minor importance because it represents 
a relatively small percentage of the total 
assets in the balance sheet. It derives its 
significance, however, from its influence on 
the net profit showing, both of the period 
under report and of the subsequent ac- 
counting period, and here its effect may be 
proportionately much greater. For exam- 
ple, in the balance sheet $5,000,000 of de- 
ferred charges may be only 5% of the total 
assets, but in the income account this 
amount may make the difference between 
a profit of $5,000,000 and no profit at all. 
Obviously, charges of an expense character 
should not be deferred unless they apply to 
subsequent periods in which the benefit of 
the expenditures may reasonably be ex- 
pected to be reflected in income, or are small 
items in suspense not yet allocated. Items 
included in this category should be de- 
scribed fully, and any change between one 
accounting period and another as to the 
nature or extent of the items included 
should be explained in the report. 


FIXED ASSETS 


This group of items summarizes the 
property, such as land, buildings, plant, 
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machinery, equipment and other long-time 
assets used in making the company’s prod- 
uct or rendering its service. The distin- 
guishing feature about these assets is that 
they themselves are not ordinarily for sale; 
the company’s revenues come from utilizing 
them to make something else which is for 
sale. The determination of what classes of 
property constitute fixed assets naturally 
varies somewhat in different companies. 
Generally speaking, only items*having a 
service life of more than one year, and of 
substantial value, will be included in this 
group. 

The chief problem in reporting assets 
in this group is that of determining the 
amounts at which they are to be stated. 
The amounts given in the balance sheet 
are as a rule the cost of these assets to the 
present owners. In any event, it is of pri- 
mary importance that the report indicate 
what basis the amounts represent. If an 
appraised value, or a “written down” or 
“written up” value is given, the report 
should so state, and when such a change oc- 
curs the amount of the change should be in- 
dicated, preferably by showing it as an in- 
crease or decrease in some form of capital 
surplus. In general such appraisal changes 
are not desirable. 

In the interests of simplicity and clarity 
it is often best, in the balance sheet itself, 
to include all classes of fixed assets in one 
amount. If subdivision is considered essen- 
tial, a supporting schedule may be used. 
The classifications which it is most import- 
ant to show separately are depreciable 
property, natural resources subject to de- 
pletion, and non-depreciable property. It is 
recognized that records of property ac- 
quired years ago frequently do not dis- 
tinguish between these different types of 
assets; yet if the accounts include provi- 
sions for depreciation or depletion, some 
information as to the amounts to which 
these charges relate should be given in the 
report. 

Each company will determine whether 
reserves for depreciation and depletion 
should be deducted on the assets side or 
shown on the liabilities side. If the former 
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method is followed, it is better to show the 
gross amount of the property, the amount 
of the reserve, and the net, rather than to 
give only the net amount. It is desirable 
that the amounts of reserves for deprecia- 
tion and depletion be shown separately. 
Whenever important transactions in. 
volving acquisition or disposal of physical 
property have occurred within the year up 
der report, the salient facts should be given, 


INTANGIBLES 


This group, including goodwill, patents, 
trade-marks, franchises and rights of vari- 
ous kinds, should be reported separately 
from other assets in the balance sheet. 

The actual cost to the reporting com- 
pany is the preferable basis for reporting 
intangibles, and it is desirable that this or 
any other basis used by the company be 
clearly indicated. If an amortization re 
serve has been set up for these intangibles, 
it should appear separately in the balance 
sheet. 

Substantial changes in amounts reported 
as intangibles from one year to another 
call for explanation in the report. If a com- 
pany chooses to write off intangibles 
against surplus, whereas the regular amor- 
tization of the items would otherwise conr- 
tinue for some years, this action should be 
disclosed when taken. 


CURRENT LIABILITIES 


The differentiation between current I 
abilities and other liabilities in a given com- 
pany should follow the same general rule 
as in the differentiation between current as 
sets and other assets. Obviously, the degree 
to which given liabilities are current de 
pends upon the attendant circumstances in 
each case, but liabilities maturing later 
than one year from the date of the balance 
sheet are not current in the usually ac 
cepted sense of the term. The amounts 
stated for current liabilities should include 
all obligations which will have to be met in 
the immediate future; if any of these are 
not exactly ascertainable, an estimated 
amount should be set up. 

Accounts and Notes Payable. Apprecr 
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able amounts payable for which bills have 
not yet been received should be included 
in the total as estimates if the actual 
amounts are not known. If a substantial 
proportion of the total accounts and notes 
payable is represented by demand or short- 
term notes payable to banks or others, as 
contrasted with accounts and notes payable 
to “the trade,” separate reporting is desir- 
able. Likewise, if accounts and notes pay- 
able to subsidiaries and affiliates in substan- 
tial amount are included, the amount 
should be indicated. 

Other Current Liabilities. It is desirable 
that this caption, if used, be accompanied 
by explanatory or descriptive information 
indicating the nature of the items; for ex- 
ample, customers’ deposits, accrued pay- 
rolls and other current expense items, ad- 
vance billing and advance payments, etc. 

Accrued Liabilities. It is desirable that 
items of this nature, if substantial in 
amount, be listed separately with explana- 
tory or descriptive information, such as ac- 
crued taxes, accrued interest, and dividends 
declared. 

LONG-TERM DEBT 

This category includes debt obligations 
of the company, such as mortgage bonds, 
debenture bonds, collateral bonds, long- 
term advances from affiliated companies, as 
well as bank loans and notes maturing later 
than one year from the date of the balance 
sheet. The balance sheet itself, or a sched- 
ule specifically referred to in it, should 
itemize the various classes of debt issues, 
indicating their authorized and issued 
amounts at par, interest rates, and dates of 
maturity. If amounts are maturing within 
the coming year, particular care should be 
taken to see that this fact is clearly re- 
ported. 

Information should be presented in the 
balance sheet, or in a schedule referred to in 
it, as to the total amount of each issue 
which has been reacquired but not cancelled 
or retired, and is therefore outstanding at 
the date of the balance sheet. It is essential 
that the balance sheet show the total 
amount of such reacquired securities and 
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indicate in what category and at what value 
they are carried. 

Discounts on bonds issued are a form of 
deferred charge, and may be shown as such 
on the assets side of the balance sheet. They 
represent an additional interest charge op- 
erative throughout the life of the bonds, 
and should therefore be written off against 
earnings by appropriate annual install- 
ments during that period. Conservatism 
sometimes leads to their being charged off 
in advance of maturity of the bonds to 
which they relate, and such action should 
be indicated when taken. In such cases, the 
charge for writing off unamortized bond 
discount should be against earned surplus. 

Any default of interest, sinking fund or 
redemption requirements should be dis- 
closed. 

RESERVES 

The presentation of more explicit infor- 
mation with respect to the various kinds of 
reserves maintained, and the transactions 
affecting them, represents one of the most 
desirable improvements that can be made in 
corporate reporting practices. 

Conservative accounting requires that 
every probable contingency of liability or 
loss should be considered and provided for 
in preparing a company’s statements, and 
every doubt should be resolved against the 
company in considering these possibilities. 
The great variety of conditions among 
companies precludes the offering of more 
than general recommendations, but ample 
reserves are the common means of making 
provision for all eventualities. 

In some cases company managements 
have felt it to be an additional source of 
strength to their company if these reserves, 
or part of them, were not disclosed, but 
only the net situation stated in the report. 
In many cases this is done because the man- 
agement believes that the reduced net as- 
sets refiect the true condition, or at least 
that in the long run it will prove to be so, 
rather than with an intent to understate 
seriously the actual situation. On the other 
hand, it is coming more and more to be 
felt that, granting that non-disclosure of 
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reserve provisions may in some senses be in 
the interests of stockholders, their interest 
in knowing what provisions have been made 
is greater. The trend is therefore in the di- 
rection of more disclosure, and this seems 
desirable. Furthermore, a policy begun as 
a measure of conservatism may develop in- 
to something just the reverse, if amounts 
are withdrawn from previously accumu- 
lated undisclosed reserves and reported as 
current earnings. This is definitely objec- 
tionable, and any amounts released from 
reserves should be reported as such, and not 
be allowed to inflate the showing of current 
earnings. The protection of the interests of 
stockholders and creditors of the business 
requires that the company’s policy with 
respect to building up and utilizing re- 
serves be clearly explained and that no 
change in policy be made from one account- 
ing period to another without disclosure. 

Depreciation Reserve. There are four es- 
sentials upon which stockholders are en- 
titled to information in respect of depreci- 
ation reserves: (a) the amount of depreci- 
able property against which the reserve has 
been accumulated; (b) the annual rates or 
amounts at which the provision for the ul- 
timate retirement of this property is 
charged to current operations; (c) the net 
amount which has been accumulated in the 
reserve as of the date of the balance sheet ; 
and (d) the policy of the company with re- 
spect to charging retirements and replace- 
ments of physical property to the reserve. 

The base upon which depreciation is 
commonly computed for financial reporting 
purposes is the book cost of depreciable 
property to the present owners, as de- 
scribed under Fixed Assets. Only the bal- 
ance sheet and income statement showing 
is referred to here, and that showing calls 
for, first, the original cost of the assets, 
and, second, the amounts of this original 
cost which are from time to time written off 
or recovered out of gross income as pro- 
vision for depreciation. Recognizing that 
the cost of physical property used up in 
operations and not restored by current 
maintenance is as much a cost of opera- 
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tions as are current payroll and material 
expenditures, it is this property cost which 
must be charged against gross income from 
operations. This principle is so well estab- 
lished that any departure from it should be 
indicated. 

On the second essential, the annual rate 
or amount to be used, and whether or not 
it should be a fixed rate, there is diversity 
of opinion and practice. The majority of 
companies probably follow a straight-line 
method, accruing an approximately uni- 
form rate of depreciation each year. One 
of the main variants from this method has* 
been to take depreciation in proportion to 
the production of the year as related to 
the estimated aggregate production for the 
lifetime of the plant. 

It is less important to have uniformity 
among all companies in methods of depreci- 
ation accrual than for each company to 
follow a consistent policy from year to 
year, thus avoiding misunderstandings of 
the company reports and distortions of 
earnings. In general, it seems desirable to 
accept the principle that depreciation is a 
function of plant and not of profits and 
that provision for it should not be condi- 
tional upon the presence of net earnings, 
but should be made in recognition of the 
gradual consumption of the cost of the 
property. Moreover, from the stockholders’ 
or creditors’ viewpoint there is neither tem- 
porary nor permanent advantage in under- 
stating depreciation, and to the extent that 
such a practice is resorted to, it may af- 
fect the solvency of the company and mis- 
lead the investor. 

It has already been stated that the place 
in which the depreciation reserve should be 
shown in the balance sheet is optional. The 
function of the reserve as representing book 
amortization of the original investment is 
perhaps best exhibited by showing it on the 
assets side as a deduction from the plant 
figure, while its function as reflecting the 
accrued liability for the ultimate retire- 
ment of the plant is best exhibited by show- 
ing it on the liabilities side. It is essential, 
however, that the amount of the reserve be 
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stated; simply to show the net amount of 
the property after deducting the reserve is 
inadequate reporting. 

If a statement of basic accounting prin- 
ciples followed by the company is available 
to stockholders, it will explain the com- 
pany’s practice with respect to differenti- 
ating between charges to maintenance and 
charges to the depreciation reserve. If no 
such statement is available, it is desirable 
that the company’s report contain a brief 
statement on this point, or at least that it 
mention any change in policy since the last 
* published report. 

Depletion Reserve. Similar considera- 
tions to those just discussed apply in a 
measure to depletion reserves. In some re- 
spects the provision for depletion is more 
difficult than the provision for depreciation, 
since the physical facts are more indeter- 
minate. Theoretically depletion charges, on 
a tonnage rate or other unit of production 
basis, represent the original cost of the 
property dividend by its estimated recover- 
able content ; but knowledge of the recover- 
able content often varies from year to year 
as new developments occur, new processes 
are discovered, or further investigations 
and drillings are made. Proper provision 
for depletion must be a matter for the 
judgment of the management and the ac- 
countant. The financial reports should 
state the amount accumulated or, especial- 
ly when the amount of the investment has 
not been written down, the cumulative 
amount distributed to stockholders, as of 
the balance sheet date and should indicate 
the nature of any important change in pol- 
icy. 

Other Specific Purpose Reserves. In ad- 
dition to the depreciation and depletion re- 
serves, there may be a variety of other re- 
serves provided for specific purposes, such 
as uncollectible reserves, amortization re- 
serves, inventory adjustment reserves and 
other asset revaluation reserves, insurance 
reserves and provident reserves against 
pensions and benefits to employees. 
Whether these are accumulated by recur- 
ring charges against income, as in the case 
of depreciation and depletion reserves, or 
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are established by formal appropriations 
of current earnings or earned surplus, the 
important considerations are that they be 
clearly described in the report and that a 
consistent policy be followed by the com- 
pany in making charges and credits to 
them. Full disclosure of any important 
change in policy should be made. 

Contingency and General Purpose Re- 
serves. In large companies there are so 
many possible contingencies, some of them 
alternative to others, and many of them not 
likely perhaps to result in loss, that it is 
not practicable to set up specific reserves 
for them. The common practice is to set up 
general purpose reserves in such cases and 
these are frequently designated as “Con- 
tingency Reserves.” These reserves repre- 
sent amounts which, at the date of the bal- 
ance sheet, have been set up on the basis of 
judgment to be at the service of all possible 
future losses not provided for in specific re- 
serves. When a contingency reserve is es- 
tablished, the fact should be disclosed in the 
annual report, and future accretions to or 
charges against it should be reported sep- 
arately. The balance sheet should reveal 
the amounts of such reserves. 


CAPITAL STOCK 


Reporting of capital stock will naturally 
be in accordance with the laws of the state 
of incorporation in so far as they make 
provision for reporting stock authorized, 
issued and outstanding. 

The balance sheet, or a schedule referred 
to in it, should state, with respect to each 
class of preferred and common stock, the 
number of shares issued and outstanding 
and their par or stated value. In the case 
of no par stock, the basis of the amount 
shown should be clearly indicated. 

On reacquired stock, the important con- 
sideration is that the number of shares held 
and the amount at which they are carried 
be disclosed, whether reported as an asset 
or a contra-liability. 

Premiums received on the issue of par 
value stock should be shown separately in 
the capital stock category or as capital 
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surplus, representing as they do a part of 
the stockholders’ investment. 

Instalments received on capital stock 
may be reported either as a separate item 
in the capital stock category or, if the 
terms of the purchase agreement necessi- 
tate, the unpaid balance may be reported 
on the assets side and the par value or sub- 
scription price for the full amount sub- 
scribed may be stated on the liability side 
in the capital stock category. 

In the event that dividends on cumulative 
preferred stock have not been fully paid, 
a footnote indicating the amount of ar- 
rears should appear in the balance sheet, 
or in a statement there referred to. 

The amount and terms of any options for 
stock purchases granted by the company 
should be announced to stockholders. 


SURPLUS 


The annual report to _ stockholders 
should include a reconciliation of surplus 
as of the beginning and end of the year 
under report, either separately shown or 
included as a part of the income statement. 

Surplus arising from paid-in capital, re- 
valuation of assets, or other capital ad- 
justments preferably will not be used to re- 
lieve current or future income of charges 
which should be made against it. In excep- 
tional circumstances, such as a virtual re- 
organization, this may be done provided 
the action is properly authorized, and its 
effect upon the surplus and income ac- 
counts explained to the stockholders in the 
next published report. 

Amounts of surplus formally appropri- 
ated, or reserved for specific purposes or 
general contingencies, should be separately 
stated and accompanied by suitable explan- 
atory or descriptive information. 

If possible of ascertainment, it is desir- 
able that earned surplus be stated sepa- 
rately from capital surplus arising from 
paid-in capital, re-appraisal of assets, or 
other capital adjustments. Such segrega- 
tion is frequently difficult in the case of 
companies with a long and involved cor- 
porate history. Where earned surplus has 
not been kept separately from other forms 


of surplus, a segregation may be made as 
far back as practicable and thereafter 
maintained. The description of the surplus 
items on the balance sheet would then show 
the date of segregation. The changes in 
capital surplus should be explained from 
time to time as they occur. Losses and gains 
on reacquired stock of the company are 
surplus items, and preferably will be ac- 
counted for through capital surplus. 


CONTINGENCIES 


If there are any important contingent 
liabilities for endorsements, guarantees, un- 
filled contracts, taxes, damages, or for real 
estate bonds and mortgages on property 
sold, but from which the company has not 
been released a statement indicating their 
nature, amount, and probable imminence 
should appear as a footnote to the balance 
sheet. 

Tue Income STATEMENT 

While from many viewpoints the income 
statement is of fundamental importance, 
income reporting has been less satisfactory 
than balance sheet reporting. For example, 
many corporations have been reluctant to 
disclose such information as gross sales and 
cost of sales, non-recurring income, and 
other important information. 

There is a great deal of difference among 
industries in the certainty with which the 
income of any one year may be reported. 
In a department store, for example, or 
other merchandising business with a fairly 
rapid turnover, the income from sales and 
the corresponding costs may be ascertained 
fairly definitely. At the other extreme per- 
haps is a large contracting or shipbuilding 
company, with contracts requiring two or 
more years to finish. The outcome of these 
contracts is uncertain until they are finally 
completed; at the end of any one fiscal pe 
riod the amounts of income and of costs 
must be allocated to that period on the 
basis of estimates. In such cases it would 
seem that the company’s own report, or the 
auditor’s certificate, might well call atten- 
tion to this situation. 

The general principle on which income 
determination is based is that profit is con- 
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sidered to be realized when a sale is effected, 
unless collection of the sale price is in 
doubt, and that unrealized profit, or profit 
not properly includible on an accrual basis, 
should not be credited to income either di- 
rectly or indirectly. Departure from this 
principle requires disclosure and justifica- 
tion. 

The order in which the following items 
are discussed is not a recommendation as 
to the order in which they should appear 
in the income statement. Each company 
should design an analytical and preferably 
comparative form of income statement 
which most effectively and accurately de- 
picts its operations for the year of report. 

Gross Sales or Gross Revenue. In gener- 
al it is desirable to show separately gross 
sales, cost of goods sold, selling expenses 
and administrative expenses; these gross 
revenues and total operating expenses may 
be as detailed as the company chooses, and 
should be accompanied by explanatory re- 
marks indicating their nature and composi- 
tion. The reluctance of many companies to 
disclose the dollar volume of gross sales or 
gross revenues arises from a fear that dis- 
closure of the gross profit margin might 
be detrimental to the company. Where this 
is the case, the report might follow the 
practice of stating gross operating income, 
followed by total operating expenses of all 
kinds, yielding a net operating income fig- 
ure which is the result of the regular or 
normal operations of the business. The op- 
erating revenue and the operating expense 
figures should not, of course, include non- 
recurring items of substantial amount un- 
less separately disclosed. If a substantial 
portion of the profit or loss has resulted 
from changes in material prices during the 
year, rather than from manufacturing 
operations, and if a separation can be made 
reliably, there are advantages in giving this 
information to the stockholders. 

_ Non-Operating Income. Under this cap- 
tion will be included such non-operating in- 
come items as dividends, interest, rents 
from property not used in company opera- 
tions, and royalties. It is desirable to show 
the non-operating income gross, and then 
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deduct related non-operating expenses, un- 
less both are relatively unimportant, when 
the net figure will suffice. Individual 
amounts of non-recurring income or ex- 
pense large enough to have a bearing upon 
net income should be separately stated and 
described, and so should any amounts re- 
leased into income from accumulated re- 
serves. Interest on or dividends from reac- 
quired securities of the reporting company, 
and losses or gains on the purchase or sale 
of them, should ordinarily not be included. 
If included, mention should be made of their 
amount. If this grouping includes dividends 
from non-consolidated subsidiaries which 
were not fully earned, the amount not 
earned should be stated. It is also desirable 
that the parent company’s equity in the 
earnings of subsidiaries in excess of their 
dividends be mentioned, though such excess 
should not be taken into the earnings of the 
parent company without the formality of 
a dividend declaration. 

Ordinarily, neither stock dividends nor 
dividends paid by a subsidiary from surplus 
created prior to acquisition, are regarded 
as true elements of income to the recipient. 
However, in some cases the circumstances 
may be such that they may be properly so 
reported. On this, as on most other con- 
troversial reporting questions, the import- 
ant consideration is that the investor be not 
misled. If the amount of such dividends in- 
cluded as income has an important effect 
upon net income it is desirable that it be 
disclosed. 

Tazes. It is desirable that the amount of 
taxes paid or accrued be shown before stat- 
ing the amount of income representing the 
stockholder’s interest. There are no more 
certain expenses of conducting a business 
than taxes, and the income statement 
should reflect the fact that taxes have been 
provided for out of current earnings. 

Depreciation and Depletion. Charges 
representing amounts applicable to de- 
preciation of property, plant and equip- 
ment, should be stated separately from any 
amount provided for depletion. Changes in 
company practice with respect to the pro- 
vision of depreciation and depletion allow- 
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ances between one accounting period and 
another should be explained in the annual 
report and referred to in the income state- 
ment. From the investor’s viewpoint, the 
primary considerations are that the provi- 
sion be adequate, be separately stated, and 
that a consistent policy be followed from 
one accounting period to another, or de- 
partures from it are clearly explained. As 
in the case of taxes, depreciation and deple- 
tion allowances should be considered as ex- 
penses to be deducted from gross income 
before stating a net income figure. 

Interest. The amount of interest pay- 
ments, classified and detailed if desired, ap- 
plicable to funded debt and other obliga- 
tions of the company should be separately 
stated as a deduction before net income. 

Net Income. The amount stated on the 
income statement as net income should rep- 
resent actual net income after all charges 
including interest accrued or paid. The 
statement should show clearly the disposi- 
tion of this income by the directors. 

Dividends. The amount of dividends de- 
clared or paid on each class of stock, pre- 
ferred or common, should be stated sepa- 
rately. No amounts for dividends on its own 
securities held by the reporting company 
will ordinarily be included in this figure; 
but if included, should be identified. The 
income statement should show clearly how 
much of the dividend total of the year was 
taken from current earnings and how much 
came from surplus earned in prior years. 

The extent to which dividends are paid 
out of capital surplus should be shown and 
the basis on which they are charged against 
such surplus clearly explained. 

If stock dividends have been paid or de- 
clared during the year, the basis of their 
accounting treatment as they affect capi- 
tal and surplus accounts should be shown 
in the report. 

Surplus Reconciliation. If the income 
statement has been completed as above sug- 
gested, the last item in it will be the amount 
to be carried to surplus. A reconciliation 
of the surplus balance at the beginning of 
the accounting period under report with 
that shown in the current balance sheet is 
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an essential feature. In this reconciliation 
all important charges or credits to surplus 
will be explained, including amounts appro- 
priated for reserves, other than those given 
in the income statement. A conservative 
practice should be followed with regard to 
charges against surplus; by including al] 
proper charges in the income statements of 
the several years, subsequent charges 
against surplus will largely be avoided. 


CERTIFICATE 


The certificate of a firm of public ac- 
countants, based upon their audit of the 
company’s books, is a desirable adjunct to 
any company report; bankers commonly 
insist upon it for credit purposes, and for 
listed companies it is legally required. Ac- 
countants have developed a standard form 
of certificate with appropriate additions 
and qualifications, which is now fairly gen- 
erally used in auditors’ reports. The text 
of this form of certificate is substantially as 
follows: 


To the XYZ Company: 

We have made an examination of the bal- 
ance sheet of the XYZ Company as at 

, and of the statement of income and 

surplus for the year In connection 
therewith, we examined or tested accounting 
records of the Company and other supporting 
evidence and obtained information and ex- 
planations from officers and employees of the 
Company; we also made a general review of 
the accounting methods and of the operating 
and income accounts for the year, but we did 
not make a detailed audit of the transactions. 

In our opinion, based upon such examina- 
tion, the accompanying balance sheet and re- 
lated statement of income and surplus fairly 
present, in accordance with accepted princi- 
ples of accounting consistently maintained by 
the Company during the year under review, 
its position at , and the results 
of its operations for the year. 


NOTES 


1. It is contemplated that before signing 4 
report of the type suggested, the accountant 
should have at least made an examination of 
the character outlined in the bulletin, “Verif- 
cation of Financial Statements,” as_inter- 
preted in the communication of the Committee 
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on Stock List to the Governing Committee 
dated October 24, 1933. 

2. The report should be addressed to the 
directors of the company or to the stock- 
holders, if the appointment is made by them. 

3. The statement of what has been exam- 
ined would, of course, conform to the titles 
of the accounts or statements reported upon. 

4. In the second sentence, any special forms 
of confirmation could be mentioned: e.g., “‘in- 
cluding confirmation of cash and securities by 
inspection or certificates from depositaries.” 

5. This certificate is appropriate only if the 
accounting for the year is consistent in basis 
with that for the preceding year. If there has 
been any material change either in accounting 
principles or in the manner of their applica- 
tion, the nature of the change should be in- 
dicated. 

6. It is contemplated that the form of re- 
port would be modified when and as neces- 
sary to embody any qualifications, reserva- 
tions or supplementary explanations. 


It should be the aim to prepare and pre- 
sent statements which require no material 
qualifications of the above certificate. 
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INFORMATION ACCOMPANYING THE 
BaLancE SHEET AND INCOME 
STATEMENT 

Most companies incorporate in their an- 
nual reports to stockholders textual ma- 
terial commenting upon the financial re- 
sults, describing the company’s plant, 
products or services, and explaining com- 
pany policies. This information is undoubt- 
edly helpful to investors in interpreting the 
balance sheet and income statement figures. 
Some companies include, also, auxiliary 
statements, substantiating or itemizing 
amounts appearing on the accounting 
statements, and this desirable practice 
might well be further developed. 

Reference has been made in preceding 
pages to several balance sheet and income 
statement items which it might be appro- 
priate to supplement with detailed sup- 
porting schedules; it is suggested that a 
reasonably liberal policy be followed in sup- 


plying information. 
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ASSET VALUATION IN DIVIDEND DECISIONS 
L. L. Briaes 


HE LAW is greatly concerned with 
| : keeping intact the amount of capital 

contributed by stockholders so most 
of our general corporation statutes pro- 
hibit the payment of dividends from that 
contribution. This limits the source of such 
corporate distributions to surplus, which 
is the excess of the assets over liabilities and 
capital. In order to determine whether or 
not a corporation has a surplus, it is nec- 
essary to value the assets so that a com- 
parison may be made with the total of the 
liabilities and the capital stock. According 


to Justice Connor in Cannon v. Wiscassett 
Mills’: 


Manifestly, for the purpose of determining 
the amount to be declared and paid as a 
dividend, it is necessary that the true value 
of the assets, in cash, and not the mere book 
value, should be ascertained, for no dividend 
can be lawfully declared and paid except 
from the surplus or net profits of the business. 


This paper reviews the English and the 
American dividend decisions involving asset 
valuation with the object of learning what 
assets are recognized and how they are 
valued by the courts when they compute the 
amount of surplus available for dividend 
purposes. 

In the valuation of corporate assets, 
money due but not actually received may 
be considered if there is no reasonable ques- 
tion of payment. Among the receivables 
recognized in the dividend decisions are ac- 
counts,’ notes,* overdrafts,* loans,®> bonds,® 
and guaranties." 


1195 N.C. 119, 141 S.E. 344 (1928). 

? Hubbard v. Weare, 79 Iowa 678, 44 N.W. 915 
(1890); Spencer v. Lowe, 198 Fed. 961 (1912); 
Quinn v. Quinn Manufacturing Company, 201 Mich. 
664, 167 N.W. 898 (1918). 

*Quinn v. Quinn Manufacturing Company, 201 
Mich. 664, 167 N.W. 898 (1918). 

*Main v. Mills, 6 Biss. 98, 16 F. Cas. No. 8974 
(1874). 

5 Philadelphia Loan Society v. Eavenson, 248 
Pa. 407, 94 A. 121 (1915). 

* Park v. Grant Locomotive Works, 40 N.J. Eq. 
114, 3 Atl. 162 (1885). 

‘American Steel and Wire Company v. Eddy, 
188 Mich. 403, 101 N.W. 578 (1904). 


It has been held that accounts receivable 
are assets.® If capital is not to be impaired 
by dividend payments the profit and loss 
account must absorb the possible shrink- 
ages in collection. In fact, the chief prob- 
lem in valuing this kind of asset is estimat- 
ing the bad debts. The law recognizes this 
and many dividend decisions are to the ef- 
fect that reserves for bad debts must be 
set up before dividends may be paid.® 

The earlier decisions merely held that 
debts known to be doubtful or uncollectible 
must be written off. In Main v. Mills,” ac- 
tion was brought against bank directors 
for unlawful distributions to stockholders. 
The court, in its charge to the jury, stated 
that the directors were liable if they knew 
any debt owing to the bank was doubtful 
and failed to consider that fact. 

In Pardee v. Harwood Electric Com- 
pany,” the court decided that a reserve for 
bad debts is a proper and allowable ac- 
count although such provision leaves no 
earnings for the payment of preferred 
stock dividends. Justice Given made the 
following statement in Hubbard v. Weare: 


No deduction was made for shrinkage or 
loss in collections. That a loss would occur is 
inevitable, and, though that loss could not be 
determined with exactness, experience would 
indicate about what it should be. Without such 
an appropriation, the result would not show 
with any reasonable certainty the state of the 
company’s affairs. 


Since 1921, the federal income tax law" 
has permitted the creation of a reserve for 
bad debts. 

The general corporation statutes of 
Ohio“ provide that in the computation of 
excess assets for dividend purposes, a de- 


* Same citations as 2 supra. 

® Moore v. Murchison, 226 Fed. 679 (1915) ; Slay- 
den v. Seip Coal Company, 25 Mo. App. 489 (1887); 
Spencer v. Lowe, 198 Fed. 961 (1912); Wesp v. 
Muckle, 120 N.Y. Supp. 976 (1910). _ 

*”6 Biss. 98, Fed. Cas. No. 8974 (1874). 

262 Pa. 68, 105 Atl. 48 (1918). 

“79 Iowa 678, 44 N.W. 915 (1890). 

* Regulations 62, art. 155. 

™ General Code, sec. 8623-38 (b). 
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duction must be made for bad debts. A fed- 
eral statute’® requires national banks to 
deduct bad debts from net profits. 

The English courts value accounts re- 
ceivable in their dividend decisions in a 
way that harmonizes with our decisions. In 
Flitcroft’s Case,*® directors were held lia- 
ble for a dividend when many of the ac- 
counts receivable were uncollectible. In Re 
Oxford Benefit Building and Investment 
Society,’’ it was decided that dividends had 
been improperly paid where no reserve for 
bad debts had been maintained. However, 
the decision of Re National Bank of Wales, 
Limited,** is to the effect that the failure 
to write off bad debts and the payment of 
dividends is not payment of dividends from 
capital. In other words, the shrinkage of 
receivables need not be made good before 
distributing profits. However, when the 
case was appealed, the House of Lords did 
not assent.*® 

Notes receivable were held to be assets 
for dividend purposes in Park v. Grant 
Locomotive Works.” According to Vice- 
Chancellor Van Fleet: 


If, as in this case, merchandise is sold and 
securities payable at a future date are taken 
in payment, it is entirely proper—nay, if ac- 
curacy is desired, it is indispensable—that 
in making a statement of the condition of the 
business, the securities should be put down as 
part of the assets. 


Such notes must be reduced to their pres- 
ent value.” In the Park Locomotive case, 
the company took securities of which there 
was some doubt as to collection in full and 
which could not be converted except at a 
loss. The court held that an allowance for 
the shrinkage must be made in computing 
net profits. According to the decision of 
Dovey v. Cory,”? payment of dividends 


U.S.C.A. 56. 

*21 Ch. D. 519 (1882). 

"35 Ch. D. 502 (1886). 

*2 Ch. 629 (1899). 

» Dovey v. Cory (1901) A.C. 477. 

*40 N.J. Eq. 114, 3 Atl. 162 (1885). 

: Quinn v. Quinn Manufacturing Company, 201 
Mich. 664, 167 N.W. 898 (1918). 

(1910) A.C. 477. 
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from surplus based upon notes valued at 
their face when their security is deficient 
will support a suit against the directors 
if they knew the facts. 

The courts do not expect foresight in the 
valuation of notes. In Main v. Mills,” the 
following statement is found: 


In deciding whether a dividend was right- 
fully made, the transaction must be viewed 
from the standpoint of that time, and not in 
the light of subsequent events. Notes or over- 
drafts by persons then considered abundantly 
good, should not be counted as losses, because 
they afterwards proved such. 


This statement was quoted with approval 
by Justice Kuhn in Quinn v. Quinn Manu- 
facturing Company.” 

Loans outstanding may be assets to the 
extent of their present value. In Philadel- 
phia Loan Society v. Eavenson,” the court 
held that dividends were paid out of capital 
when the value of loans considered in com- 
puting the surplus was not ascertained and 
such loans turned out to be worthless. In 
an English case” it seemed that a company 
loaned money upon mortgage security and 
carried the present value of the instalments 
due from the mortgagors on the balance 
sheet. Dividends were paid from these esti- 
mated profits. In an action against the di- 
rectors of the company these dividends were 
held to be unlawful. 

The court, in American Steel and Wire 
Company v. Eddy,” allowed a guaranty 
from another company to be counted as an 
asset to determine whether or not the cap- 
ital had been impaired by dividends. 

The valuation of merchandise inventories 
at the lower of cost or market is fairly well 
established in law. In Branch v. Kaiser,” 
the directors gave merchandise a cost valu- 
ation when the value had greatly decreased 
and then declared dividends. The court held 
that the directors were responsible for the 
distribution. The decision of Davenport v. 

% 6 Biss. 98, 16 F. Cas. No. 8974 (1874). 

*201 Mich. 664, 167 N.W. 898 (1918). 

25 248 Pa. 407, 94 Atl. 121 (1915). 

*Re Oxford Building Benefit and Investment 
Society, 35 Ch. D. 502 (1886). 


"138 Mich. 403, 101 N.W. 578 (1904). 
291 Pa. 543, 140 Atl. 498 (1928). 
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Lines*® is very similar. In that case the 
court decided that dividends were illegally 
declared where they were based on a valua- 
tion of merchandise at cost when the mar- 
ket value had decreased more than fifty per 
cent. 

According to the facts of Moore v. 
Murchison,” a surplus was shown by mark- 
ing up inventories to more than actual cost. 
Dividends were declared and paid from the 
resultant excess which was fictitious. The 
corporation later became bankrupt and 
the trustee sued the directors who were 
held personally liable for the full amount 
of the distribution. 

Unrealized appreciation of merchandise 
is not permitted to serve as a basis for divi- 
dends.** Contrary to the general rule, the 
statutes of Louisiana®’ permit surplus for 
stock dividends to be obtained from unreal- 
ized appreciation of inventories before sale. 

In Cornell v. Seddinger,** the court held 
that goods in process carried at cost which 
was higher than the actual value should 
have been written down to the actual value. 
According to the facts of this case, the 
company was engaged in manufacturing 
torpedo boat destroyers under contract at 
a fixed selling price. The boats in process 
were carried at cost which was $180,000 
in excess of the contract selling price. The 
directors declared dividends and the com- 
pany went into the hands of a receiver at 
a later date. In a suit by the receiver, the 
directors were held jointly and severally 
liable for the dividends. In speaking of the 
work in process, the court said: 

Any inquiry into the make-up of this item 
would have disclosed its hollowness in so far 
as its fitness to be considered as a basis for 
dividends was concerned. The method of ac- 
counting was entirely wrong. Inflations of 
various kinds were in existence, of so glaring 
a nature that any fairly competent man, who 
paid any attention to the make-up of the items 


72 Conn. 118, 44 Atl. 17 (1899). 

226 Fed. 679 (1915). 

* Hill v. International Products Company, 129 
Misc. 25, 220 N.Y. Supp. 711 (1925) ; In re Kingston 
Cotton Mill Company (1896) 1 Ch. 331. 

*® General Corporation Laws 1928, sec. 26. 

237 Pa. 389, 85 Atl. 446 (1912). 


appearing upon the face of the reports, would 
have found that, instead of apparent profits, 
there was in reality an impairment of the cap. 
ital... . As well might a board include the 
expense account of a corporation as a basis 
for dividends, as that which was reckoned by 
this board as part of the assets of the com- 
pany. 

According to the facts by Hutchinson 
v. Curtis,** a company manufactured bar- 
ley into malt. The process increased the 
bulk of the barley about fifteen per cent. In 
determining surplus for dividends, one of 
the questions before the court was whether 
or not this increase should be counted as an 
asset. Justice Clarke said: 


But it is certainly an asset of the company, 
and as an asset at inventory periods... it 
must be valued in some way. As it has already 
been the custom in the malting business to 
treat it as treated by this company, I am un- 
willing to disregard that custom. 


As the company treated the increase as an 
asset, it was upheld in its action by the 
court. However, in Hill v. International 
Products Company,” which was decided in 
the same state as Hutchinson v. Curtis, 
the court held that increases in the number 
and weight of cattle held by a meat packing 
company were not proper items to enter 
into calculations for dividend surplus. 

The English dividend decisions involving 
the valuation of securities make a distinc- 
tion between securities held as investments 
for income and those carried as stock in 
trade by a dealer. In Verner v. The General 
and Commercial Investment Trust,” the de- 
tendant company lost about one-fourth of 
its capital through unwise investments. The 
articles of association did not require the 
making good of lost capital before the pay- 
ment of dividends but a trustee of the com- 
pany sought to enjoin dividends until the 
loss had been made up from profits in spite 
of the fact that current receipts exceeded 
current expenditures. The court decided 
that fixed assets had been lost through 
causes over which the company had no con- 

“45 Misc. 484, 92 N.Y. Supp. 70 (1904). 


129 Misc. 25, 220 N.Y. Supp. 711 (1925). 
* (1894) 2 Ch. 239. 
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trol. Consequently, this loss need not be 
made good out of profits before paying a 
dividend. According to Lord Justice Lind- 
ley: 

Fixed capital may be sunk and lost and yet 
the excess of current receipts over current 
expenses may be divided. 


There is a Scottish decision on this 
point. According to the report of City 
Property Investment Trust v. Thorburn,” 
the defendant company was organized to 
deal in real estate and also to buy and sell 
securities of various kinds. Its articles of 
association limited dividends to profits 
arising from the business. Some securities 
declined in value, and as the decline seemed 
permanent, the company applied to the 
courts for permission to reduce the cap- 
ital. The request was refused so the loss 
was charged to profit and loss. Holders of 
non-cumulative preferred stock, with their 
dividend limited to five per cent, maintained 
that the loss should be written off gradual- 
ly so that it would be possible to pay this 
dividend. The main argument of the plain- 
tiff was that the loss had not been actually 
realized but was a mere estimate of a per- 
manent decline in market value. The court 
held that since the company was engaged 
in buying and selling securities such assets 
were current, and, that since a loss of cur- 
rent assets must be made up before paying 
a dividend, the company was acting in a 
proper manner if it charged off the entire 
loss at one time even though such action 
would deprive the preferred stockholders 
of their dividend. The court also held that 
since the loss was shown to be permanent, 
the fact that it was unrealized made no 
difference. 

Market value, being lower than cost, was 
used by the court to value investments, in 
Re London & General Bank.** 

Whether losses on investment securities 
may be deducted in computing dividend 
surplus apparently has not been decided in 
the American dividend decisions. 

Let us consider the status of capitalized 


* (1897) 25 Court of Sess. Cas. 361. 
“ (1895) 2 Ch. 673. 


expenses. The early dividend decisions did 
not favor the capitalization of expenses.* 
In Hubbard v. Weare,*® it was held that 
money expended in exhibiting machines at 
fairs should not be counted as a separate 
item on the balance sheet because, if there 
was any value received, it entered into the 
value of the general assets. In giving the 
opinion for the court, Justice Given said: 

We are unable to see how money paid out 
as expenses can be considered as an asset 
on hand to distribute, except as it entered 
into the property on hand in the enhancement 
of its value. 


In the same decision, the court decided that 
expenditures in the experimental construc- 
tion of a new machine were not an asset, but 
the actual value of the machine, if it had 
any, might be considered. The court said: 


Money paid out is not on hand, and should 
not be reckoned as an asset. If paid for prop- 
erty, that is on hand, the property is an asset. 
If expended in a way that has enhanced the 
value of the general assets it is included in its 
valuation. If so expended as to have brought 
no property, and no enhancement of that on 
hand then it is a loss, and should not be 
counted as an asset. 


Davenport v. Lines* is another early deci- 
sion which is adverse to expense capitaliza- 
tion. According to the facts of this case, 
the company expended money on an ex- 
hibit at the Chicago World’s Fair in 1898 
to advertise the company’s scales. Justice 
Torrance decided that the amount should 
not be carried on the balance sheet as an 
asset. 

Expenses of experimentation producing 
a more valuable process may be included 
as an asset.*? Even in Hubbard v. Weare,** 
the court stated in express terms that an 
expenditure which created goodwill might 
be capitalized. 

The inventory value of machinery may 

* Davenport v. Lines, 72 Conn. 118, 44 Atl, 17 
(1899) ; Hubbard v. Weare, 79 Iowa 678, 44 N.W. 
915 (1890). 

“79 Iowa 678, 44 N.W. 915 (1890). 

“72 Conn. 118, 44 Atl. 17 (1899). 

“Lincoln Chemical Company v. Edwards, 272 


Fed. 145 (1921). 
“79 Iowa 678, 44 N.W. 915 (1890). 
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include the cost of installing in the plant.“ 
In Whittaker v. Amwell National Bank,*° 
Vice-Chancellor Bird made the following 
statement while discussing the value of ma- 
chines: 


This includes the costs of the foundations 
and all other costs and expenses in placing or 
locating the machinery for actual use. 


Transportation charges on fixed assets 
may be capitalized.** The costs of moving 
materials for a building should be included 
in the cost of the building,“ but not as a 
separate item, when the aggregate value of 
the structure is given. 

There is at least one American dividend 
decision which is authority for the legality 
of capitalizing interest. In Union Pacific 
Railroad Company v. United States,** Mr. 
Justice Bradley said: 


All payments of interest on the bonded in- 
debtedness of the company should be charged 
to capital interest account, and not to current 
expenditures. Though payable out of earn- 
ings before any dividend can be made to stock- 
holders, they cannot be deducted for the pur- 
pose of ascertaining the ‘net earnings’ of the 
road. ... The bonded debt incurred for the 
purpose of construction and equipment is but 
another form of capital, analogous to pre- 
ferred stock; and the interest accruing there- 
on is in the nature of a dividend on such 
capital. It has nothing to do with, and cannot 
affect, the amount of the net earnings of the 
road. 


However, the general corporation statutes 
in this country contain no express author- 
ity permitting such dividends and the 
courts have held agreements to pay divi- 
dends during construction to be illegal.* 

In Hill v. International Products Com- 


“ Whittaker v. Amwell National Bank, 52 N.J. 
Eq. 400, 29 Atl. 203 (1894). 

“52 N.J. Eq. 400, 29 Atl. 208 (1894). 

“Hubbard v. Weare, 79 Iowa 678, 44 N.W. 915 
(1890). 

* Hubbard v. Weare, 79 Iowa 678, 44 N.W. 915 
(1890). 

“99 U.S. 402 (1878). 

“Stone v. Young, 210 App. Div. 303, 206 N.Y. 
Supp. 95 (1924); Barton v. Port Jackson, 17 Barb. 
(N.Y.) 397 (1854); Troy v. Tibbits, 18 Barb. 
(N.Y.) 297 1854). 
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pany,” the court decided that interest paid 
on bonds during the period of corporate 
development may not be capitalized in or- 
der to show a surplus available for diyj- 
dends. Yet, similar expenses of an insur- 
ance company were permitted to be cap- 
italized.** Apparently the courts test the 
validity of development expenses in the 
light of subsequent events. If the enterprise 
succeeds, the capitalization is legal, other- 
wise capitalization is not allowed. 
According to the English dividend deei- 
sions interest may be capitalized as a con- 
struction cost. In Bardwell v. Sheffield 
Waterworks Company” the defendant 
company financed an extension of its plants 
by bonds and preferred stock. During the 
period of construction the company paid 
interest on the bonds and dividends on the 
preferred stock in spite of the fact that 
the plant was not in operation. The concern 
capitalized these interest and dividend ex- 
penditures by adding them to the cost of 
the plant. The court held that this was 
legal. This rule was approved in Hinds v. 
Buenos Ayres Grand National Tramways 
Company” and later was made part of the 
Companies Act of 1908. According to See- 
tion 54, of the Companies Act, 1929, divi- 
dends in lieu of interest may be paid during 
construction and such payments, as well as 
interest on borrowed money, may be added 
to construction costs. Section 215 of the 


German Commercial Code allows payment | 


of dividends during construction and both 
dividends and interest may be capitalized. 

There is one English decision involving 
the amortization of capitalized interest. In 
Bosanquet v. St. John D’el Rey Mining 
Company, Limited, a corporation which 
had capitalized interest was the defendant 
in an action brought by a stockholder to en- 
join dividends until the entire amount had 
been written off. Justice North denied the 
injunction and said: 


® 129 Misc. 25, 220 N.Y. Supp. 711 (1925). 

* Kingston v. Home Life Insurance Company of 
America, 11 Del. Ch. 258, 101 Atl. 898 (1917). 

® (1872) L.R. 14 Eq. 517. 

* (1906) 2 Ch. D. 654. 

* (1897) 77 L.T. 206. 
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I see nothing either in the articles of the 
company or in the general law to require that, 
before dividends are paid, the profits must 
be applied in paying off a charge properly 
incurred in previous years. Having regard to 
recent authorities, I come to the conclusion 
that, there is no reason why the proposed 
dividend should not be paid. . . . There will 
be a declaration that the company are not 
bound to apply the balance of their income, 
after deducting the expenditures for the cur- 
rent year, in repaying interest paid out of 
capital in previous years before declaring any 
dividend. 


Dividend decisions involving the capitali- 
zation of organization expenses are few. 
There is one in England, Rance’s Case,” in 
which the court stated its distrust of in- 
cluding them as an item in determining a 
company’s right to pay a dividend but did 
not prohibit the inclusion. In this country, 
the court in Philadelphia Loan Society v. 
Eavenson® called organization expense 
corporate expense and stated that it 
should be charged to profit and loss. Ac- 
cording to the general corporation statutes 
of Ohio,” organization expenses may be 
written off at the discretion of the board 
of directors. 

In Washburn v. National Wall Paper 
Company,°* the court permitted certain 
selling expenses to be capitalized. In an- 
other decision,” money spent in advertis- 
ing an article was held not to be an as- 
set. 

There is an English decision® to the ef- 
fect that the charging of bad debts to cap- 
ital is unreasonable and that a director ap- 
proving it on a financial statement is liable 
for a false representation. In Hill v. Inter- 
national Products Company,” the com- 
pany capitalized certain losses arising from 
unprofitable operations by carrying them 
to the construction account. The court de- 


* (1870) 6 Ch. App. Cas. 104. 
"248 Pa. 407, 94 Atl. 121 (1915). 
"General Code, sec. 8623-38. 
“81 Fed. 17 (1897). 
pion _ v. Lines, 72 Conn. 118, 44 Atl. 17 
Re National Bank of Wales, Limited (1899) 
2 Ch. 629, 
"129 Misc. 25, 220 N.Y. Supp. 711 (1925). 
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cided that this item was not a proper basis 
for dividends. 

The status of accrued interest receivable 
as an asset is uncertain. In Hubbard v. 
Weare™ the court seems to recognize ac- 
crued interest on bills receivable as an as- 
set. According to the facts of People v. San 
Francisco Savings Union,” the defendant 
included in its profit and loss account and 
balance sheet accrued interest receivable on 
United States bonds and a mortgage re- 
ceivable. The bank commissioners objected 
and took the matter to the courts where 
they won the case. The court said: 


It is not easy to comprehend how profits 
or surplus profits can consist of earnings 
never yet received. . . . Money earned as in- 
terest, however well secured or certain to be 
eventually paid . . . does not constitute surplus 
profits within the meaning of the statute. 


A similar decision was reached in Southern 
California Home Builders v. Young.“ Both 
of these cases were decided under Section 
309 of the California Civil Code which pro- 
hibited dividends except from surplus prof- 
its arising from the corporate business. 

In an English decision, Badham v. Wil- 
liams,® accrued interest was held to be a 
current asset but not one capable of being 
distributed as a dividend. There is a Scot- 
tish decision on this point. In City of Glas- 
gow Bank v. Mackinnon,” a bank had 
credited about $1,500,000 to the profit and 
loss account for interest due of which 
amount only about $20,000 was collected. 
The liquidators brought an action against 
one of the directors on the ground that the 
dividend had been paid out of capital. The 
court held that the credit to profit and loss 
was legitimate in computing the amount 
available for dividends because the bank 
had ample security to cover both the prin- 
cipal and the interest. The item was an 
asset for balance sheet purposes. 

Prepaid rent and prepaid insurance are 
proper assets for dividend surplus because 


@79 Iowa 678, 44 N.W. 915 (1890). 

72 Cal. 199, 18 Pac. 498 (1887). 

“45 Cal. App. 679, 188 Pac. 586 (1920). 
L.T.R. 191 (1902). 

"9 Sess. Cas. 535 (4th Series, 1881). 
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the corporation will receive future benefits 
from them.” Prepaid taxes are not allowed 
among the assets when surplus available 
for dividends is computed because they 
furnish no further aid to the making of 
profits and they are paid for past expenses 
of the government as well as the future.® 
The statutes of Louisiana® provide that 
deferred charges and prepaid expenses are 
assets only to the amounts not used. 

The American dividend decisions give 
very little information about the valuation 
of patents. In Davenport v. Lines,’°® the 
court held that when patents have become 
valueless they must be written off and must 
not be carried at cost for the purpose of 
setting up a surplus available for the pay- 
ment of dividends. There also is an English 
authority for writing off the value of this 
intangible asset. According to the court in 
Bond v. Barrow Haematite Steel Com- 


pany: 


For instance I cannot think that it would be 
right for the defendant company to purchase 
out of capital the last two or three years of 
a valuable patent and distribute the whole of 
the receipts in respect thereto as profits with- 
out replacing the capital expended in the 
purchase. 


In Bagot Tyre Company v. Clipper Tyre 
Company,” the defendant corporation had 
licensed patent rights from the plaintiff 
and the question of amortizing the value of 
the license in computing dividend profits 
was before the court. The following state- 
ment was made in the opinion: 


It appears to me that the defendant com- 
pany had not only a right before saying what 
profits were available for dividends . . . to 
write off . . . depreciation in the value of 
their licenses, but in adopting this course they 
were only doing what was right and honest. 


* Cox v. Leahy, 209 App. Div. 313, 204 N.Y. 
Supp. 741 (1924); Majestic Theater Company v. 
Keith-Orpheum Circuit, 21 F. (2d) 720 (1927). 

*Cox v. Leahy, 209 App. Div. 313, 204 N.Y. 
Supp. 741 (1924). 

® General Corporation Laws 1928, sec. 26. 

72 Conn. 118, 44 Atl. 17 (1899). 

™ (1902) 1 Ch. 353. 

? (1902) 1 Ch. D. 146. 
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There seem to be no dividend decisions 
on the valuation of trade-marks. In a cage 
involving the valuation of copyrights,” the 
officers of a corporation who signed a re 
port valuing such assets at $100,000 more 
than cost were liable under the statute for 
issuing a false statement. 

Goodwill was recognized as an asset jn 
the English decision, Wilmer v. McNamara 
and Company, Limited. According to the 
facts of the case, a stockholder brought an 
action to enjoin a dividend alleging that 


goodwill was overstated because no charge | 
had been made against profits in a par- | 


ticular year for a decrease in its value. The 
court stated that the balance sheet of a 
company cannot be impeached on this 
ground because goodwill is a fixed asset and 
no consideration of decline in value is nec- 
essary under the English law. In Galloway 
v. Schill, Seebohm and Company,” the 
court held that goodwill must be separately 
stated so that an appraisal of its quality 
can be determined by inspection, thereby 
obviating overvaluation of other items on 
the balance sheet. In Stapley v. Read 
Brothers, Limited,"* a company which ap- 
plied its profit in writing off goodwill was 
allowed to carry back to profit and loss an 
amount written off which proved to be in 
excess of the proper requirements. In other 


words, where goodwill worth a certain | 


amount has been written off, a subsequent 
partial inclusion of the asset at a value 
below its actual worth will support the dee- 
laration of a dividend. In Re Barrow 
Haematite Steel Company,” the court held 
that a decline in the value of part of the 
assets should be offset by goodwill before it 
could be claimed that capital had been in- 
paired. 

I have been able to find only three Amer- 
ican dividend decisions dealing with good- 
will. Dicta in Washburn v. National Wall 
Paper Company® indicate that goodwill 


% Heard v. Pictorial Press, 182 Mass. 530, 65 
N.E, 901 (1903). 

™ (1895) 2 Ch. 245. 

™ (1912) K.B. 354. 

(1924) 2 Ch. 1. 

™ (1900) 2 Ch. 846. 

81 Fed. 17 (1897). 
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may be originally valued at the price paid 
for it when it was purchased with the tan- 
gible assets of a business. Furthermore, a 
decrease in the value of goodwill must be 
considered, if there is sufficient evidence, 
where capital impairment is the issue. In 
Davenport v. Lines,”® the book value placed 
upon goodwill when a business was pur- 
chased was disregarded by the court’s elim- 
ination of the entire item. The court appar- 
ently held that when goodwill becomes 
valueless, it must be written off and cannot 
be carried at cost for the purpose of setting 
up a surplus available for the payment of 
dividends. According to the facts of Cole- 
man v. Booth,*° the directors wrote up the 
value of goodwill in order to show a surplus 
against which a dividend might be declared. 
The directors thought that the write-up 
was justified on the basis of the company’s 
earning power. Later the company went 
bankrupt and a trustee sued a stockholder 
and director for receiving an illegal divi- 
dend. The court held the director liable 
and disapproved of the goodwill write-up. 

Contracts entered into by a corporation 
for future delivery of unascertained goods 
cannot be considered as assets in comput- 
ing dividend surplus. This was the decision 
in Hutchinson v. Curtis.** In the opinion of 
the court, Justice Clarke said: 


It was in evidence that malt was always 
oversold; that contracts for future deliveries, 
running over many months were entered into, 
and the claim is that such contracts were re- 
quired to be taken into consideration when 
it came to be determined whether any particu- 
lar dividend was warranted or not. Such claim, 
in my opinion is unfounded. . . . These con- 
tracts were to deliver at a future time a prod- 
uct not yet made from raw material, not yet 
purchased, with the aid of labor not yet ex- 
pended. The price agreed to be paid at that 
future time had to cover all the possible con- 
tingencies of the market in the meanwhile, 
and might show a profit, and ran the chance 
of showing a loss. When the sales actually 
took place they were entered on the books. 
But to calculate months in advance on the 


”72 Conn. 118, 44 Atl. 17 (1899). 
"268 Mo. 64, 186 S.W. 1021 (1916). 
"45 Misc, 484, 92 N.Y. Supp. 70 (1904). 
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result of future transactions, and on such cal- 
culations to declare dividends, was to base 
such dividends on . . .—-hoped for profits, fu- 
ture profits—and not upon the surplus—re- 
quired by law. It does not seem to me that 
you can ‘divide’—that is, make a dividend of 
—a hope based on an expectation of a future 
delivery at a favorable price of what is not yet 
in existence. .. . 


It has been held that an illegal salary 
paid to a corporate officer may be treated 
by a court of equity as an asset from which 
dividends may be declared and paid to the 
stockholders.*? The court reasoned that in 
the eyes of the law the money never left the 
treasury of the corporation and that the 
officer who received such salary was a 
trustee of the fund. 

Notes given by directors of a bank to it 
for the purpose of removing any doubt as 
to the soundness of some of its receivable, 
and of making the bank unquestionably 
solvent, have been held to be assets for the 
determination of dividend surplus.** A fund 
which a lessee corporation deposited out of 
capital to secure rent payments was al- 
lowed to be counted with the assets of the 
company when the possibility of declaring 
a dividend was being determined.** Accord- 
ing to the facts of Russell v. Bristol,” an 
insurance company raised a guaranty fund 
from its stockholders under an agreement 
that it was to be used to pay claims but was 
not to be resorted to until all the company’s 
resources were exhausted. The court held 
that this fund was not an asset so far as the 
computation of dividend surplus was con- 
cerned. 

In Mackintosh v. Flint and Pere Mar- 
quette Railroad Company,” the defendant 
company was  ultra-conservative and 
charged the entire cost of new and heavier 
rails to revenue and left the book value of 
the rails at the original cost of the old rails. 

“= Brown v. De Young, 167 Ill. 549, 47 N.E. 868 
(1897) ; Adams v. Burke, 102 Ill. App. 148 (1902), 


affirmed 201 Ill. 395, 66 N.E. 285 (1908). 

“Dykman v. Keeney, 16 App. Div. 181, affirmed 
160 N.Y. 677 (1899). 

“ Majestic Theater Company v. Keith-Orpheum 
Circuit, 21 F. (2d) 720 (1927). 

44 Conn. 251 (1881). 

“34 Fed. 582 (1888). 
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The preferred stockholders sought to ob- 
tain dividends. The court decided that the 
book value of the old rails should have been 
written off and the cost of the new rails 
capitalized in determining the amount of 
surplus which might be used for the pay- 
ment of the preferred dividends. According 
to the report of Mills v. Northern Railway 
of Buenos Ayres,*’ the defendant railroad 
purchased new locomotives and charged the 
entire cost to revenue. At the close of the 
fiscal period the balance available for div- 
idends was not large enough to pay off 
preferred stock dividends which were in 
arrears. The directors proposed to charge 
the locomotive account and credit profit 
and loss for the cost of these assets. The 
court upheld the proposed action of the 
directors. 

The profits of a former season should 
not be stated separately as an asset on the 
balance sheet of a corporation for a certain 
year, where such profits have not been with- 
drawn from the general assets, because they 
are included in such assets.* 

Unearned premiums of an insurance com- 
pany are funds for the payment of losses 
and are not surplus profits available for 
dividends.** 

May dividends be paid while past losses 
of capital are not made up? In England, 
before the decision of Lee v. Neuchatel 
Asphalte Company,” it was assumed that 
the loss of fixed assets must be provided for 
before the payment of dividends.” Now, it 
seems that a distinction is made between the 
capital account and the revenue account 
and dividends are permitted while capital 
is impaired if the revenue account shows a 
surplus for the year. The rule is stated in 
these words, Verner v. General and Com- 
mercial Investment Trust :* 


* (1870) L.R. 5 Ch. App. 621. 

% Hubbard v. Weare, 79 Iowa 678, 44 N.W. 915 
(1890). 

* De Peyster v. American Fire Insurance Com- 
pany 6 Paige (N.Y.) 486 (1837); Scott v. Eagle 
Fire Insurance Company, 7 Paige (N.Y.) 198 
(1838). 

*° (1889) 41 Ch. D. 1. 

"Re Barrow Haematite Steel Company, 39 Ch. 
D. 582 (1882). 

* (1894) 2 Ch. 289. 
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However much capital you have lost at any 
given date, if your profit and loss account 
shows a profit balance, then to the extent of 
that profit balance you are entitled to dis. 
tribute that money as dividends, notwithstand- 
ing the fact that you have lost capital which 
has not been replaced. 


In Lawrence v. West Somerset,” the 
court held that a company may pay div- 
idends out of current profits although it is 
clear that the concern does not have enough 
assets to pay its debts. The decision of Re 
National Bank of Wales, Limited™ is to the 
effect that company directors are not liable 
for dividends paid when capital losses of 
previous years are not provided for. In 
Dovey v. Cory,” the House of Lords re- 
fused to discuss the question as to whether 
losses of one year must be made up from 
the following year’s profits. However, the 
question was not directly involved in the 
case. In Ammonia Soda Company v. Cham- 
berlain,” the court allowed dividends from 
current profits without making good losses 
of previous years because such payments 
are not a reduction of capital but are mere- 
ly a failure to make good capital which 
has already been lost. The court said: 


It is inaccurate to say that if in subsequent 
years you pay dividends, having lost capital 
in previous years, you are paying dividends 
out of capital you have lost in previous years. 
It is only possible to support that suggestion 
by treating the profits when made in a sub- 
sequent year as in some way automatically 
turned into capital, and as replacing the cap- 
ital which has been lost, and by saying that 
what was made as profits has in some way 
automatically become capital and must be 
treated as capital. 


Many English courts have held that al- 
though lost fixed capital need not be made 
up before dividends lost circulating capital 
must be replaced. According to Lord Jus- 
tice Lindley, in Verner v. General and Con- 
mercial Investment Trust 


119 L.T.R. 509 (1918). 
* (1899) 2 Ch. 629. 

* (1901) A.C. 477. 

* (1918) 1 Ch, D. 266. 

* (1894) 2 Ch. 239. 
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_.. fixed capital may be sunk and lost, and 
yet . . . the excess of current receipts over 
current payments may be divided but... 
floating or circulating capital must be kept 
up. 

The rule that fixed capital need not be 
made up is not followed blindly by the Eng- 
lish as they realize that the important ques- 
tion for determination is whether there are 
profits available for distribution.** In Am- 
monia Soda Company v. Chamberlain,” the 
court intimated that a business may be of 
such a nature and the losses may be so great 
that no responsible business man would 
think of declaring dividends without pro- 
viding for the losses. The court in Bond 
y. Barrow Haematite Steel Company” 
stated that there is no universal rule that 
fixed capital need not be made good before 
dividends. 

Although the English do not always re- 
quire the replacement of lost capital before 
dividends are paid they do insist that the 
accounts and the balance sheet be accurate. 
In Verner v. General and Commercial In- 
vestment Trust,’ Lord Justice Lindley 
said: 

It is obvious that capital lost must not ap- 
pear in the accounts as still existing intact; 
the accounts must show the truth and not be 
misleading or fraudulent. 


In Re Barrow Haematite Steel Com- 
pany,’ it is intimated that the balance 
sheet must show or imply that capital has 
been lost when that is the case. 

Australia follows the English rule in re- 
gard to capital impairment. In Phillips v. 
Melbourne and Castlemaine Soap and Can- 
dle Company, Limited,*®* the court said: 


It is only a matter of prudence, and not of 
law, whether or not dividends shall be paid 
when the assets of a company are of less value 
than the original capital. So long as a com- 
pany pays its creditors there is no reason 
why, in an apparently flourishing condition, 


“Dovey v. Cory (1901) A.C. 477. 
(1918) 1 Ch. D. 266. 

(1902) 1 Ch. 353. 

™ (1894) 2 Ch. 239. 

(1900) 2 Ch. 846. 

* (1890) 16 V.L.R. 111. 
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it should not go on and divide profits though 
every shilling of the capital may be lost... . 


The courts of this country, with a few 
exceptions, have refused to follow the Eng- 
lish rule but require that capital impair- 
ments be made up before dividends are 
paid.*** They have made no distinction be- 
tween fixed and circulating capital. 

Let us consider two of the exceptions. 
According to the facts of Excelsior Water 
Company v. Pierce,’ a corporation in- 
vested part of its capital in other com- 
panies and much of the investment became 
worthless. The court decided that the loss 
need not be made good before dividends 
could be lawfully paid. The decision of 
Borg v. International Silver Company” is 
to the effect that it is not unlawful to pay 
dividends out of profits although the capital 
of a company is impaired. 

If there are no net assets in excess of 
liabilities and capital, the general corpora- 
tion statutes of Delaware’ permit div- 
idends to be paid out of the net profits for 
the fiscal year then current and/or the pre- 
ceding fiscal period. Despite impaired 
capital, California’® allows dividends to be 
paid out of the net profits earned during 
the next preceding dividend period which 
must not be less than six months nor more 
than one year. 

The status of depreciation in the valua- 
tion of assets for determining dividend sur- 
plus is uncertain in England. If the articles 
of association call for consideration of de- 
preciation the directors of the company 
must see that the proper charge is made to 
profit and loss and that the necessary re- 
duction is made in asset values. In Davison 
v. Gillies,” the articles provided for an an- 
nual reserve for depreciation but for sev- 
eral years the reserve had been inadequate. 
The plaintiff, suing in behalf of the com- 
mon stockholders, sought an injunction to 

1 Cornell v. Seddinger, 237 Pa. 389, 85 Atl. 446 
(1912). 

2 90 Cal. 131, 27 Pac. 44 (1891). 

1611 F. (2d) 147 (1926). 

1 General Corporation Law, art. 1, sec. 34. 

8 Civil Code 1931, div. 1, part 4, tit. 1, ch. 11, 


sec. 346. 
1 (1879) 16 Ch. D. 347. 
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restrain the payment of dividends. The in- 
junction was granted on the ground that 
when the articles provide for depreciation, 
no dividend may be declared until the re- 
serve is brought up to the proper amount. 
The next year, the same court, in Dent v. 
London Tramways Company” held that 
where a preferred stockholder’s contract 
calls for a dividend out of the profits of the 
year, directors must declare such dividend 
if there are sufficient profits after charging 
depreciation for one year, although there 
is an impairment of capital on account of 
depreciation neglected in the past. 

If the articles of association do not men- 
tion depreciation there seems to be a con- 
flict of authority as to the necessity of pro- 
viding for it before declaring dividends. 
Most of the early decisions show that the 
courts recognize the need for such an allow- 
ance. In Mills v. Northern Railway of 
Buenos Ayres,’ the court held that the 
property purchased with the capital repre- 
sented the amount invested, after deduct- 
ing a fair allowance for depreciation in 
value on account of wear and tear and 
other causes. The following dictum appears 
in Glasier v. Rolls 


Ought a deduction to be made for deprecia- 
tion? There are two good reasons for an af- 
firmative answer. First, profits must be deemed 
to be calculated as a prudent man of business 
would calculate them, after making a fair al- 
lowance for depreciation. Secondly, apart 
from mere prudential reasons an allowance is 
necessary, because . . . there is a constant con- 
sumption of capital and that ought not to en- 
ter into profits. 


In Bond v. Barrow Haematite Steel Com- 
pany™* the court favored depreciation of 
patents but made this statement: 


It is for the court to determine on evidence 
in each case whether the particular company 
ought or ought not to have a depreciation fund. 


Paterson v. Paterson™* is a Scottish deci- 
sion to the effect that in some cases direc- 


™ (1880) 16 Ch. D. 344, 

42 (1870) 5 Ch. App. 621. 

*3 (1889) 42 Ch. D. 486. 

“3 (1902) 1 Ch. 358. 

(1917) Sess. Cas. 18 (Scotland). 
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tors are justified in setting aside from the 
profits a sum for depreciation before pay- 
ing a dividend but a prohibition in the ar- 
ticles of association may preclude such 
action. In Thomas v. Crabtree,’” Justice 
Swinfen-Eady said: 

. in the ordinary course of ascertaining 
the profits of a business where there is power 
machinery and trade machinery which is nec- 
essary in order to perform the work of the 
business, it is, in my opinion, essential that, 
... there should be . . . . written off a proper 
sum for depreciation, and that sum ought to 
be written off before you can arrive at the 
net profits of the business. 


There is authority in the English law 
for ignoring depreciation. In 1 British Rul- 
ing Cases 965, I found this statement: 


Where the nature of the business is such 
that a depreciation in the value of the assets 
. may be expected, such depreciation need 
not be made good before declaring a dividend. 


In Verner v. General and Commercial In- 
vestment Trust,’”* the court decided that in 
ascertaining the profits available for div- 
idends, a corporation need not take into 
account depreciation in the fixed capital as 
distinguished from the circulating capital 
if there is no special contract to the con- 
trary. According to the court in Re King- | 
ston Cotton Mills (No. 2),’** depreciation 
of fixed capital of an ordinary trading com- 
pany need not be considered when paying 
a dividend to stockholders out of current 
profits. 

In Kehoe v. The Waterford and Lime- 
rick Railway Company,’** no depreciation 
was required by the company’s articles of 
association but Kehoe, a common stock- 
holder, brought an action to enjoin a div- 
idend to preferred stockholders until a re- 
serve had been set aside. The property had 
appreciated enough in value to counteract 
the effect of the depreciation. The court 
refused the injunction on the ground that 
when company property has appreciated a 
stockholder can not enjoin a dividend on 


48 (1912) 106 L.T. 49. 
8 (1894) 2 Ch. 289. 

ut (1896) 1 Ch. 381. 

8 (1888) 21 L.R. Ir. 221. 
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the ground that a reserve for depreciation 
should precede payment of dividends. Am- 
monia Soda Company v. Chamberlain’” 
has been cited for the proposition that ac- 
crued depreciation may be offset by appre- 
ciation. An analysis of the facts of this 
case shows that the increase in value of the 
company’s property was due to the discov- 
ery of new assets and not to appreciation 
in the market value of the original assets. 
Consequently, its authority for the prin- 
cipal stated is doubtful. According to one 
writer,’”° the peculiar wording of the Ger- 
man statute permits the counterbalancing 
of depreciation and appreciation.™ 

In Stapley v. Read Brothers, Limited,” 
the court held that if the amount set aside 
for depreciation is larger than is necessary 
the excess may still be available for div- 
idend purposes. 

The early dividend decisions in this coun- 
try did not favor any allowance for depre- 
ciation when dividend surplus was being de- 
termined.*** In United States v. Kansas 
Pacific Railway Company,’** the Supreme 
Court of the United States held that only 
such expenditures as were actually incurred 
could be charged to profit and loss thereby 
showing that it failed to recognize the 
necessity of providing for depreciation. In 
Eyster v. Centennial Finance Board, an- 
other decision by the Supreme Court of the 
United States, Chief Justice Waite went so 
far as to say: 


The public, when referring to the profits 
of the business of a merchant, rarely ever 
take into account the depreciation of the build- 
ings in which the business is carried on, not- 
withstanding they may have been erected out 
of the capital invested. .. . 


In Mackintosh v. Pere Marquette Railway 
Company,’ the court held that charges to 


™* (1918) 1 Ch. 266. 

™ Weiner, Balance Sheet Valuation in German 
Law (1929), 48 Journal of Accountancy 195. 

™ Commercial Code of Germany, sec. 261. 

™ (1994) 2 Ch. 1. 

™Eyster v. Centennial Board of Finance, 94 
U.S. 500 (1876); Mackintosh v. Flint and Pere 
Marquette Railway Company, 34 Fed. 582 (1888). 

™99 U.S. 459 (1878). 

94 U.S. 500 (1876). 

™ 34 Fed. 582 (1888). 
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the profit and loss account for depreciation 
could not be allowed because there had been 
no actual expenditures. 

However, our later dividend decisions 
show that the courts recognize the legit- 
imacy of depreciation allowances. Whit- 
taker v. Amwell National Bank’ involves 
illegal dividends paid on the basis of over- 
valued assets. In giving the opinion of the 
court, Vice-Chancellor Bird said: 


I shall first consider whether or not the 
dividends so declared and paid were paid out 
of the surplus or net earnings of the com- 
pany. This proposition is to be determined 
by ascertaining the actual value of all the 
live assets of the company at the termination 
of six months, during which the supposed sur- 
plus or net earnings are said to have accrued. 
This can only be done by taking into account 

. a reasonable allowance for depreciation 
for wear and tear or constant use, . . . the stat- 
ute not only warrants, but compels, this course. 


In Boothe v. Summit Coal Mining Com- 
pany,’”* the court held that there should be 
a charge for depreciation of the operating 
plant before profits available for dividends 
could be determined. Similar rulings were 
made in People v. State Board of Tax Com- 
missioners,’ Indiana Veneer and Lumber 
Company v. Hageman,’*” Cannon v. Wis- 
cassett Mills Company,’ and Dealers’ 
Granite Corporation v. Faubion (18 S.W. 
(2d) 787 (1929). 

In Wittenberg v. Federal Mining and 
Smelting Company,’” the court held that 
a charge for depreciation must be made 
against earnings in order to determine div- 
idend surplus where it will be necessary to 
scrap the company’s buildings when its 
mine is exhausted even though such assets 
may still be in serviceable condition. 

The general corporation statutes of 
Louisiana,*** Minnesota,**** Ohio,”** Penn- 


21 52 N.J. Eq. 400, 29 Atl. 203 (1894). 
2855 Wash. 167, 104 Pac. 207 (1909). 
#112 N.Y. Supp. 392 (1908). 

57 Ind. App. 668, 105 N.E. 253 (1914). 
11195 N.C. 119, 141 S.E. 344 (1928). 

4215 Del. Ch. 147, 183 Atl. 48 (1926). 

8 General Corporation Laws 1928, sec. 26. 
18 Session Laws 1983, ch. 300, sec. 21, I. 
General Code, sec. 8623-38, 
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sylvania**** and Vermont** require a prop- 
er allowance for depreciation. 

The dividend decisions contain nothing 
on the method of computing depreciation. 
It is probable that the methods used in 
modern accounting practice would be ap- 
proved by the courts if they should be 
called upon to decide the point. 

Obsolescence is another element which 
must be considered when assets are valued 
for the purpose of determining the amount 
of surplus which is available for dividend 
distributions. The English courts recog- 
nize this fact. In Thomas v. Crabtree,’ 
Justice Swinfen-Eady said: 


In my view there are no profits of the busi- 
ness until regard is had to the fact that the 
machinery and plant of the mill are getting 
older, wearing out, and in most cases getting 
obsolete, being superseded by new devices and 
a new class of machinery. It is not enough 
to say that the machines and plant have been 
properly repaired and properly renewed from 
time to time. In the ordinary course of busi- 
ness I might say it is common knowledge that 
such machinery, especially trade machinery as 
distinguished from the outside machinery of 
engines, boilers, and shaftings, rapidly be- 
comes obsolete, being superseded by new 
machines. 


There is at least one American dividend de- 
cision which touches this point. According 
to Justice Kellogg, in People ex rel Brook- 
lyn Heights v. State Board of Tax Com- 
missioners :*** 

In the electrical field, it is just as sure that 
certain machinery now in use will be super- 
seded by better machinery, and that the pub- 
lic service will require the better machines as 
it is that the machinery will in time wear out. 
The creation and maintenance of a fund for 
the purpose of keeping good and efficient the 
plant and machinery of an electrical railway, 
if reasonable and made in good faith for that 
purpose, and not for the purpose of avoiding 
taxation, the court may well consider a step 


ta Session Laws 1933, Act No. 106, art. VII, sec. 
701. 

*8 Public Laws, Proposed Revision 1933, tit. 24, 
ch. 229, sec. 5542. 

1% (1912) 106 L.T. 49. 

7131 N.Y. Supp. 49 (1911). 
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in the right direction. . . . Earnings should 
provide for wear and obsolescence. 


Companies which consume their property 
in its use are known as wasting asset cor- 
porations. It has been said that these con- 
cerns are not required to make allowances 
for depletion and thus to maintain their 
capital intact. Authoritative text writers 
such as Morawetz,*** Cook,’*® Fletcher, 
and Machen™ state that this is law. The 
fact of the matter is that there is a conflict 
of authority on the point. Some decisions 
apparently support these writers. 

The wasting-asset doctrine appears to be 
an application of the broader English rule 
that a fixed capital impairment need not 
be made up before dividends. Lee y, 
Neuchatel Asphalte Company? is the Eng- 
lish leading case on this subject. It has been 
cited many times, both in England and in 
this country as authority for the principle 
that wasting asset corporations need not 
make any allowance for depletion before the 
payment of dividends. A study of the case 
brings out the highly significant fact that 
the assets of the concern were greater in 
amount than at the formation of the com- 
pany. Furthermore, the company merely 
had a lease to exploit certain mineral re- 
sources and did not own the deposits. Since 
there was no depletion involved, the state- 
ment of the court is a mere dictum and has 
no authoritative force as law. The apparent 
decision of this case has received much ad- 
verse criticism.*** 

In Bond v. Barrow Haematite Steel 
Company, the court stated that the so- 
called Lee doctrine should not be applied 
without discrimination to every dividend 
case involving wasting assets. 

The court reports of this country con- 
tain a few dividend decisions on the wast- 

1% Private Corporations (2d ed., 1886), sec. 442. 

(8th ed., 1923), sec. 346. 

© 6 Cyclopedia of Corporations, sec. 3670. 

#1 Modern Law of Corporations, sec. 3670. 

“2 (1889) 41 Ch. D. 1. 

“8 Palmer, English Company Law (12th ed, 
1924), sec. 227; Hatfield, Accounting, p. 264 (1929); 
Weiner, Theory of Anglo-American Dividend Law, 
28 Columbia Law Review 1046 (1928); Reiter, 


Profits, Dividends and the Law (1926), ch. 4. 
4 (1902) 1 Ch. 353. 
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ing-asset doctrine. Some of these approve 
the principle and others reject it. 

One court**® has held that mines, pat- 
ents, and leaseholds are wasting assets and 
that no deduction for depletion is neces- 
sary. In Mellon v. Mississippi Wire Glass 
Company,““* Vice-Chancellor Howell said: 


_,. when the assets of a company are in the 
nature of a wasting character depreciated by 
eflux of time or exhaustion of material, such 
as mines, patents or leaseholds, if, for the 
purpose of carrying on the business of the 
company and getting a profit the annual con- 
sumption of that capital is necessary, then 
apart from any regulation in the articles, there 
is no obligation by law or statute, to create a 
reserve fund out of revenue to recoup the 
wasting nature of the capital, and that the 
division among the shareholders of the surplus 
produced from such wasting property . . . is 
not a return of capital and as such prohibited 
by the statute. 


There are other decisions to the effect that 
a reserve for depletion is unnecessary for 
a wasting-asset company.**’ The latest one 
is De Brabant v. Commercial Trust Com- 
pany of New Jersey™** which was decided in 
1988. The court held that such companies 
may pay dividends out of revenue without 
first creating a depletion reserve, in the 
absence of a contract to the contrary. 

Let us consider the cases in which the 
doctrine has been rejected. It has been held 
inapplicable to a case in which oil was taken 
from the ground and placed in tanks before 
the formation of the company for the rea- 
son that this asset became capital of the 
concern. Consequently, a dividend from the 
proceeds of the oil constituted a dividend 
from capital.**® In Ford v. Locust Moun- 
tain Coal and Iron Company,” the court 


“’ Mellon v. Mississippi Wire Glass Company, 77 
N.J. Eq. 498, 78 Atl. 719 (1910). 

“177 N.J. Eq. 498, 78 Atl. 719 (1910). 

_““ Boothe v. Summit Coal Mining Company, 55 
Wash. 167, 104 Pac. 206 (1909); Excelsior Water 
and Mining Company v. Pierce, 90 Cal. 181, 27 Pac. 
M4 (1891); People v. Roberts, 156 N.Y. 585, 51 
N.E, 293 (1898), 41 L.R.A. 228; Stratton’s Inde- 
pendence v. Howbert, 20 Fed. 419 (1912). 

“6113 N.J. Eq. 215, 166 Atl. 5883 (1983). 

Van Vieet v. Evangeline Oil Company, 129 
La. 406, 56 So. 343 (1911). 

™25 Leg. Int. 268 (1868). 
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decided that a coal-mining company may 
accumulate a sinking fund out of the an- 
nual profits which, on the total depletion of 
its mine, will equal the par value of its 
capital stock and that stockholders have 
no right to complain if the corporation 
adopts such a policy instead of paying out 
the surplus as dividends. According to Jus- 
tice Sharswood: 


The directors of this company are certainly 
invested with discriminating powers over this 
subject. They are to declare dividends of only 
so much of the profits as shall appear advisa- 
ble to them. Indeed it may well be doubted 
whether where a part of the capital is an- 
nually converted into money—as in this case 
by the sale of coal from which they derive 
their royalties, which constitute their annual 
receipts—such part can lawfully be distrib- 
uted as dividends. 


In Pardee v. Harwood Electric Com- 
pany,’ the court decided that a reserve 
for depletion is allowable although no earn- 
ings are left for the payment of preferred 
stock dividends. One of the outstanding 
dividend decisions involving depletion is 
Wittenberg v. Federal Mining and Smelting 
Company,” a Delaware case concerning 
the relative rights of common and preferred 
stockholders in a wasting-asset corpora- 
tion. The court refused to follow the so- 
called Lee v. Neuchatel doctrine and held 
that the preferred stockholders, having a 
prior claim to the capital assets, are en- 
titled to protection against the whittling 
away of those assets. A short time after 
this decision, Delaware adopted a statute*** 
to the effect that depletion may be ignored 
by wasting-asset corporations in calculat- 
ing net profits for dividends. When this 
case came up again in 1927, the statute 
was held to govern.*™* 

The general corporation statutes of Ar- 
kansas,’ California,’*® and Delaware’ 

1 262 Pa. 68, 105 Atl. 48 (1918). 

%215 Del. Ch. 147, 133 Atl. 48 (1926). 

*% General Corporation Law, art. 1, sec. 34. 

415 Del. Ch. 409, 188 Atl. 347 (1927). 

-— Incorporation Act 1931, ch. 1, art. 4, 
= #8 Civil Code 1981, div. 1, part 4, tit. 1, ch. 11, 


sec. 346. 
4 General Corporation Law, art. 1, sec. 34. 


ed., 
929); 
Law, 
Leiter, 
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provide that directors may determine the 
net profits from the exploitation of wasting 
assets without consideration of depletion 
from lapse of time or necessary consump- 
tion, if there are no restrictions in the ar- 
ticles of incorporation. Louisiana’ and 
Ohio*”* permit corporations to do this if 
the charter gives them that right. In- 
diana*® allows the authorization of such 
procedure in the charter. Michigan™ gives 
nothing about charter authorization but 
merely states that no deduction for deple- 
tion is necessary. California*®* and Minne- 
sota**** require the wasting-asset corpora- 
tion to make adequate provisions for meet- 
ing liabilities and the amount due to stock 
preferred as to assets in liquidation and also 
specifies that the stockholders be notified 
that no deduction or allowance is made for 
depletion. Louisiana,’ Indiana,** Penn- 
sylvania*™“* and Washington’*™ have stat- 
utes that make the ignoring of depletion 
subject to the rights of shareholders of 
different classes. 

The wasting-asset doctrine has been jus- 
tified on the grounds that the business of a 
corporation dealing with such assets is to 
exploit and exhaust them and no one ex- 
pects that the capital will be kept intact. 
This reasoning is based upon the assump- 
tion that replacement of the assets will be 
impossible or undesirable and that the com- 
pany will end when the wasting property is 
exhausted. Furthermore, the stockholders 
understand that the dividends are partly 
profits and partly capital. It has also been 
argued that if a depletion reserve is re- 
quired, a wasting-asset company eventually 
will be turned into an investment trust. 
There is the danger that preferred stock- 
holders may be defeated in their preference 


“® General Corporation Laws 1928, sec. 26. 

#” General Code, sec. 8623-38. 

1 General Corporation Act 1929, art. 1, sec. 12. 

* General Corporation Laws 1931, sec. 22. 

7®@ Civil Code 1931, div. 1, part 4, tit. 1, ch. 11, 
sec. 346. 

1@2 Session Laws 1938, ch. 300, sec. 21, IV. 

#8 General Corporation Laws 1928, sec. 26. 

* General Corporation Act 1929, art. 1, sec. 12. 

18 Session Laws 1933, Act No. 106, art. VII, sec. 
701. 

1#> Session Laws 1938, ch. 185, sec. 24, VII. 


by the failure to provide for depletion be 
cause the number of their dividends may be 
limited. 

Let us consider whether or not apprecia- 
tion may be basis for dividend surplus. The 
dividend decisions of England’*® agree in 
holding that realized appreciation arising 
from the sale of fixed assets is surplus which 
is available for distribution to sharehold- 
ers. In Lubbock v. British Bank of South 
America,’® the court decided that a profit 
on the sale of a bank building was a proper 
source of dividends. According to the opin- 
ion of the court, in Foster v. New Trinidad 
Lake Asphalte Company 


. an appreciation in total value of capital 
assets, if duly realized by sale or in getting 
in some portion of such assets, may, in a prop- 
er case, be treated as available for purposes 
of dividend. 


The report of Cross v. Imperial Con- 
tinental Gas Association*® shows that the 
defendant sold company property at an in- 
crease of about $7,500,000 over the book 
value and proposed to pay a dividend of 
about $1,000,000. The debenture stock- 
holders objected to this distribution on the 
ground that the statute prohibited div- 
idends from capital gains, but the court 
upheld the proposed dividend. 

Dividends from realized appreciation of 
corporate assets are legal in our country.™ 
The facts of People v. Sohmer’” are that a 
lease which cost $200,000 was sold for 
$1,050,000 and out of this the selling cor- 


** Ammonia Soda Company v. Chamberlain 
(1918) 1 Ch. D. 266; Bishop v. Smyrna and Cas- 
saba Railway Company (1895) 2 Ch. 596; Cross v. 
Imperial Continental Gas Association (1923) 2 Ch. 
553; Dovey v. Cory (1901) A.C. 47; Foster v. New 
Trinidad Lake Asphalte Company (1901) 1 Ch 
208; Holt v. Croker (1922) 91 L.J. Ch. 396; Lee 
v. Neuchatel Asphalte Company (1889) 41 Ch. D. 
1; Lubbock v. British Bank of South America 
(1892) 2 Ch. 198. 

18 (1892) 2 Ch. 198. 

7 (1901) 1 Ch. 208. 

18 (1923) 2 Ch. 553. 

1” Equitable Life Assurance Society v. Union 
Pacific Railway Company, 212 N.Y. 360, 106 N.E. 
92 (1915); People v. Sohmer, 143 N.Y. SPRY) 313 
(1918) ; People v. Travis, 171 p. Div. ( 

521 ( 1916) ; Roberts v. Wicks 
184 N.Y. 257, 77 N.E. 18 (1906). 
143 N.Y. Supp. 313 (19138). 
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poration paid $850,000 to its stockholders 
as dividends. The court held that the distri- 
bution was from surplus profits. According 
to’? Ruling Case Law, sec. 261: 


An appreciation in value of assets may be 
taken into account in determining whether or 
not a profit has been made, and may be dis- 
tributed as dividends in the same manner as 
profits arising from earnings, where such ap- 
preciation has been actually realized. 


There are numerous decisions in this 
country’ and one in England*™ to the 
effect that unrealized appreciation of asset 
values is not available for dividend pur- 
poses. The courts have applied this rule to 
increases in the value of land,’™ build- 
cattle,* mortgages receivable,’ 
merchandise,” goodwill,** and general 
assets.*”° 

The statutes of California,°, Idaho,” 
Illinois,**** Indiana,*** Louisiana,*** Michi- 
gan,** Minnesota,*“* and Ohio**’ prohibit 


™ Coleman v. Booth, 268 Mo. 64, 186 S.W. 1021 
(1916); Dealers’ Granite Corporation v. Faubion, 
188.W. (2d) 737 (1929) ; Hastings v. International 
Paper Company, 187 App. Div. (N.Y.) 404, 175 
NY. Supp. 815 (1919); Hill v. International Prod- 
ucts Company, 220 N.Y. Supp. 711 (1925); Jen- 
nery v. Olmstead, 36 Hun. 536 (1885); Kingston v. 
Home Life Insurance Company, 17 Del. Ch. 258, 
101 Atl. 898 (1917); Marks v. Monroe County 
Permanent Savings and Loan Association, 22 N.Y. 
Supp. 589 (1889); Moore v. Murchison, 226 Fed. 
679 (1915); Sexton v. Percival, 189 Iowa 586, 177 
N.W. 83 (1920) ; Southern California Home Build- 
ers v. Young, 45 Cal. App. 679, 188 Pac. 586 (1920). 

™ Bolton v. Natal Land and Colonization Com- 
pany (1892) 2 Ch. 124, 

™ Bolton v. Natal Land and Colonization Com- 
pany (1892) 2 Ch. 124; Dealers’ Granite Corpora- 
tion v. Faubion, 18 S.W. (2d) 737 (1929). 

™ Kingston v. Home Life Insurance Company, 
17 Del. Ch. 258, 101 Atl. 898 (1917). 

™ Hill v. International Products Company, 220 
N.Y. Supp. 711 (1925). 

Marks v. Monroe County Permanent Savin 
and Loan Association, 22 N.Y. Supp. 589 (1889). 

™ Sexton v. Percival, 189 Iowa 586, 177 N.W. 
83 (1920). 
an v. Booth, 268 Mo. 64, 186 S.W. 1021 

™ Moore v. Murchison, 226 Fed. 679 (1915). 

™ Civil Code 1981, div. 1, part 4, tit. 1, ch. 11, 
sec. 346, 

™ Business Corporations Act, sec. 20, 

** Business Corporations Act 1988, sec. 41 (c). 

General Corporation Act 1929, art. 1, sec. 12. 

™ General Corporation Laws 1928, sec. 26. 

™ General Corporation Laws 1981, sec. 22. 

™* Session Laws 1933, ch. 300, sec. 21, I. 

™ General Code, sec. 8623-38. 
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cash dividends from unrealized apprecia- 
tion of assets. Indiana,** Pennsylvania, 
and Washington™” go further than the 
other states and forbid property dividends 
from this source. Wisconsin*™ has a section 
in its statute which expressly states that 
cash dividends may be based upon unreal- 
ized appreciation of property values. 

One English decision'’** and several 
American decisions*** apparently hold that 
unrealized appreciation may be paid to the 
stockholders as dividends. The American 
decisions in point involve goods in 
process’”° and real estate.*** 

Since a stock dividend takes nothing 
from the corporate assets, the legal objec- 
tion to cash dividends from unrealized ap- 
preciation does not apply. There are sev- 
eral decisions which sanction stock div- 
idends from this source.*®”? The statutes of 
Alabama,’* Idaho,*™ Louisiana,’*® Mich- 
igan’* Qhio,*** Vermont, and Wiscon- 
sin’? permit stock dividends when the ap- 
preciation upon which they are based is 
unrealized. 

There seems to be no direct adjudication 
in the American dividend decisions on 
whether or not a fixed asset must be re- 


# General Corporation Act 1929, art. 1, sec. 12. 
1862 Session Laws 1933, Act No. 106, art. VII, sec. 
701. 
18 Session Laws 1983, ch. 185, sec. 24, IV. 
*' Statutes 1981, tit. 16, sec. 182.19. 
48 Stapley v. Read Brothers, Limited (1894) 2 
1 


Ch, 1. 

“Hutchinson v. Curtis, 92 N.Y. Supp. 70 
(1904); Splittgerber Brothers v. Skinner Packing 
Company, 228 S.W. 581 (1930); Privat v. Grand 
Bay Land Company, 41 S.D. 494, 171 N.W. 327 
(1919). 

™ Hutchinson v. Curtis, 92 N.Y. Supp. 70 
(1904). 

™ Splittgerber Brothers v. Skinner Packin 
Company, 228 S.W. 531 (1930); Privat v. Gran 
Bay Land Company, 41 S.D. 494, 171 N.W. 3827 
(1919). 

™ Berwind-White Mining Company v. Ewart, 
82 N.Y. Supp. 716 (1895); McGinnis v. O’Connor, 
72 Atl. 614 (1909) ; Northern Bank and Trust Com- 
pany v. Day, 83 Wash. 296, 145 Pac. 182 (1915). 

1% Code 1928, ch. 274, art. 4, sec. 6991. 

™ Business Corporations Act, sec. 20. 

** General Corporation Laws 1928, sec. 26. 

* General Corporation Laws 19381, secs. 20 and 
22. 
1” General Code, sec. 8623-38. 

** Public Laws, Proposed Revision 1983, tit. 24, 
ch. 229, sec. 5542. 
1” Statutes 1981, tit. 16, sec. 182.19. 
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duced in value when it can be replaced at a 
lower price than the original cost. The is- 
sue was raised in Washburn v. National 
Wall Paper Company®” but the court de- 
cided the case on other grounds. However, 
it did state that the attorneys for the Na- 
tional Wall Paper Company claimed that: 


. in determining whether a company is 
entitled to pay a dividend, the property ac- 
quired for permanent use in carrying on the 
business may be valued at the price actually 
paid for it although it could not be sold again 
except at a loss. 


The law of England on this point is more 
definite. In Bolton v. Natal Land and Col- 
onization Company,” the court held that a 
company has no right to bring a decrease 
in the value of its land into its accounts so 
far as it affects the showing of profits. In 
the opinion, Justice Romer said: 


It does not appear to me that the ground 
on which the Plaintiff bases this claim is one 
on which the Court can act, and say that the 
payment of this dividend ought to be stopped. 
I am not persuaded that the difference be- 
tween the two values that I have referred to 
ought to be put against the profit and loss ac- 
count in this year. . . . Really all that the 
Plaintiff’s case amounts to is this: that if his 
evidence be correct, some portion of the cap- 
ital of the company has been lost—that is to 
say, that the assets, if truly valued, do not 
make good the share capital of the company; 
but it does not appear to me that it in itself 
is a ground for impeaching the profit and loss 
account.... 


Where stock is originally issued for 
property which is overvalued it has been 
stated that the amount of the overvalua- 
tion must be deducted from the assets be- 
fore the corporation can determine the sur- 
plus from which it may legally declare a 
dividend. In Shaw v. Ansaldi Company,”” 
a suit was brought by a corporate creditor 
against the directors for paying illegal 
dividends. The court indicated that the 


2 §1 Fed. 17 (1897). 
™ (1892) 2 Ch. 124. 
™ 178 App. Div. 589, 165 N.Y. Supp. 872 (1917). 


assets must be examined at each distribu- 
tion to determine whether or not the over- 
valuation had been considered. According 
to the facts of Shields v. Hobart,”™ a re- 
ceiver sued stockholders who received div- 
idends at a time when the assets of the cor- 
poration were grossly overvalued. The 
court held that the distributions were up- 
lawful because the company really had a 
deficit at the time they were made. Whether 
subsequent appreciation in the market 
value of assets would eliminate the water 
resulting from the original overvaluation 
has not been settled in the dividend deei- 
sions. 

A summary is now in order. With but few 
exceptions, dividend decisions involving the 
computation of surplus available for dis- 
tribution to stockholders are to the effect 
that receivables should be reduced to their 
present value with allowance for loss in 
collection; that inventories should be 
valued at the lower of cost or market; that 
capitalized expenses are legitimate assets 
if value has been received; that deferred 
charges and prepaid expenses are assets to 
the extent that they are unused; that de- 
preciation on fixed assets must be allowed; 
and that obsolescence should be considered. 
In this country, at least, impaired capital 
must be made good before dividends may be 
paid. There is a conflict of authority as to 
allowances for depletion of wasting-assets. 
Realized appreciation of assets may be the 
basis for dividends while unrealized appre- 
ciation may be considered in determining 
surplus for stock dividends but not for cash 
or property dividends. Whether the book 
value of fixed assets may be reduced to 
lower current replacement value has not 
been decided in the dividend decisions of this 
country. So far as the profit and loss ac- 
count is concerned, England prohibits such 
reduction. Finally in the valuation of assets 
for the determination of dividend surplus, 
the courts, in general, conform quite closely 
to recognized accounting theory and prac- 
tice. 


78172 Mo. 491, 72 S.W. 669 (1903). 
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OPERATING DEFICIT AND PAID-IN SURPLUS 


Henry Ranp 


allied problems in connection with the 
relation of operating deficits and 
dividends : 
1. The first is whether dividends may be 
paid from subsequent profits despite the exist- 
ence on the books of an operating deficit. 


[ote ARE TWO DiIsTINCT but closely 


This question has been answered in both 
ways by statutory provisions and by ac- 
countants. If the answer is in favor of al- 
lowing dividends despite a previous oper- 
ating deficit, the second question is imma- 
terial. But if it is held that dividends may 
not be paid out of subsequent earnings in 
face of an existing operating deficit shown 
on the books, there still remains the second 
question, namely : 

2. In estimating the net profits available for 
dividends, must the deficits of a past year be 
carried over to the profit and loss account of 
the following year or may a past operating 
deficit be removed through charging it against 
paid-in surplus, so that the deficit has no ef- 
fect on the showing of profits available for 
dividends in subsequent years? 


I. During the recent discussion regard- 
ing the Illinois Corporation Act it was 
stated, that “accountants say the charging 
off of an operating deficit against paid-in 
surplus violates one of the fundamental 
principles of accounting.” 

This statement is to be questioned if it 
means that all accountants take this view. 
That they do not do so is shown by the fol- 
lowing citations : 

[The issuing of stock at a premium] does 
render the capital structure more flexible to 
the changes often necessitated by periods of 
economic stress in which it may be desirable 
to reduce the values of higher-cost plant as- 
sets to current price levels or to dispose of 
accumulated deficits from operations. If the 
capital surplus is sufficient to absorb . . . the 
amount of such deficit, there is no need of 
formal action for reduction of stated value of 
capital stock. [The italics are mine.] 

(R. B. Kester, Advanced Accounting, 3rd ed. 
N.Y. 1988, p. 527.) 


Paid-in surplus may be transferred to stated 
capital; it may be used to absorb the shrink- 
age in company assets [and] operating defi- 
O68; 

(Ibid., p. 531) 

There is no objection to applying a deficit 
arising from operations against capital sur- 
plus ; but the practice is only permissible when 
the deduction is shown in the balance sheet of 
the year when the deficit is sustained. 

(R. H. Montgomery, Auditing, Theory and 
Practice, 4th ed., N.Y. 1927, p. 330.) 

Banks, insurance companies [etc.] may dis- 
pose of their stock for a sum greater than its 
par or stated value in order to pay for the cost 
of organization, including the selling of stock, 
to provide funds from which the unprofitable 
operations of early years may be paid, or to 
lay a substantial foundation for loss reserves. 
These are conservative practices which can 
only be adjudged praiseworthy. 

(W. A. Paton, ed. Accountants’ Handbook, 2d 
ed.,N.Y. 1982, p. 982.) 


It is significant that Paton, while holding 
that it is speculative and unsound to use 
the paid-in surplus for dividends, considers 
using the paid-in surplus to cover past op- 
erating deficits a conservative practice. 

It is ordinarily considered proper to show 
a deficit on the asset side of the balance 
sheet, but if there is a capital surplus it seems 
desirable to deduct the operating deficit there- 
from. 

(W. H. Bell, Accountant’s Reports, N.Y. 
1921, p. 63.) 

... if a capital surplus exists, an operating 
deficit should be deducted therefrom. 

(G. E. Bennett, Advanced Accounting, N.Y. 
1922, p. 315.) 


If such a practice violates a fundamen- 
tal principle of accounting, this would be 
equally true in other countries, for the prin- 
ciples of accounting are international and 
general. But the charging of operating 
losses against a reserve created by a premi- 
um on shares is, in Germany, universally 
recognized as proper. 

The following authorities are given as 
examples : 


{ 
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Die Quellen der Reserven sind entweder 
Gewinn- oder Kapitaliiberschiisse a) Danach 
sind zu reservierende Kapitaliiberschiisse das 
Emissionsagio und die Zuzahlungen ohne 
Erhéhung des Griindkapitales. 

(Paul Gerstner, Bilanz-Analyse, Berlin, 1915, 
p. 150.) 

So ist der gesetzliche Reservefonds eine all- 
gemeine Reserve, er wird daher auch haufig 
als ordentliche Reserve bezeichnet. Er dient 
bekanntlich nur dazu, den aus der Bilanz sich 
ergebenden Verlust zu decken. 

(Ibid., p. 153.) 

Der Reservefonds stellt eine Ansammlung 
von Gesellschaftskapital iiber das nominelle 
Aktienkapital hinaus dar. Ergiebt sich aus der 
Bilanz aber ein Verlust, so is hierdurch darge- 
than, dass der Mehrbetrag in derjenigen Hohe, 
welche sich aus der friiheren Bilanz ergab, 
nicht mehr vorhanden ist—es wird daher 
dieser Mehrbetrag, d. h. der Réservefonds, 
nach der Natur der Sache durch den Verlust 
gemindert. 

(H. V. Simon, Die Bilanzen, 3d ed., Berlin, 
1899, p. 242.) 

Agio- und Zusahlungsreserven sind ausse- 
rordentliche Kapitalvermehrungen, Einzah- 
lungen iiber den Betrag des Grundkapitals 
hinaus und nicht Gewinn. Ihre Einstellung in 
die Bilanz schliesst Betrige von der Vertei- 
lung an die Aktionare aus, Betrage, die ihrer 
Natur nach nicht verteilt werden kénnen. . . . 
Die gesetzliche Reserve dient ausschliesslich 
zur Deckung eines aus der Bilanz sich erge- 
benden Verlustes, einer Unterbilanz. 
(Friedrich Leitner, Grundriss der Buchhalt- 
ung und Bilanzkunde, Berlin, 1911, II Band, 
p. 63.) 


A similar view is set forth by Rehm in 
Die Bilanzen. Note here also that in Ger- 
many a clear distinction is made between 
paying a dividend out of such a reserve and 
using it to cover an operating loss. While 
the former is entirely prohibited, the latter 
is not only permitted but it is compulsory 
that the directors should do so: 


Auch hat jeder Aktionar ein Recht darauf, 
dass der gesetzlich einem bestimmten Zweck 
gewidmete Reservefonds, thatsichlich seinem 
Zwecke gemiss verwandt werde. 

(H. V. Simon, Die Bilanzen der Aktien- 
gesellschaften, 3d ed., Berlin, 1899, p. 242.) 


In England also the charging of oper- 
ating deficits against paid-in surplus is ap- 
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proved by so eminent an authority as Frap. 
cis W. Pixley: 


[Premium] may, however, with great pro 
priety be applied toward the liquidation of a 
unrealizable Account on the credit side [as 
this is an English text, the “credit” side is th 
“Asset” side] of the Balance Sheet. 
(Francis W. Pixley, Duties of Auditors, 11th 
ed., London, 1918, p. 495.) 


From the foregoing it is shown that lead- 
ing accountants in America, Germany, and 
England do not consider that the charg 
ing of an operating deficit against paid-in 
surplus violates any accounting principle 

II. Another objection to charging an 
operating deficit to paid-in surplus is that 
if losses may be so absorbed, the effect is 
equivalent to paying dividends “out of” 
paid-in surplus. But an analogous situation 
arises where an assessment is levied in order 
to wipe out an operating loss. The legiti- 
macy of dividends out of subsequent profit 
in such a situation is, so far as I know, un- 
disputed by any writer discussing the prob- 
lem. Thus: 


Stockholders may contribute to a corpors- 
tion assets other than capital stock or may 
cancel true liabilities of the corporation to 
them. The effect of either action is to create 
paid-in surplus. This is seldom done, however, 
unless there is urgent need, such as the over- 
coming of a deficit. 

(C. B. Couchman, The Balance Sheet, N.Y. 
1924, p. 198.) 

Similar to a stock donation is a stock at 
sessment. .. . Being a donation, it constitutes 
an increase of proprietorship and becomes 4 
part of the capital surplus. This method is 
frequently used for the purpose of wiping out 
a deficit... . 

(R. B. Kester, Advanced Accounting, 3d. ed, 
N.Y. 1983, p. 529.) 

A properly prepared statement would set 

forth the surplus in the following manner: 


Surplus, Jan. 1 (year) 
Deficiency in operations for (year) 100,000 
Balance, deficiency 
Contribution by stockholders, Dec. 
81 (year) 
Surplus, Dec. 31 (year) 
(DeWitt C. Eggleston, Modern Accounting, 
N.Y. 1930, II, p. 40.) 


Suppose that a corporation, through losses 
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_, had a deficit of $40,000, its capital stock 
being $100,000. . . . The stockholders may 
agree among themselves that each will donate 
back to the corporation one-half of his stock 
_,. the deficit would be transformed into 
a surplus of $10,000. . . . The advantage is 
the elimination of the deficit. 

(Sunley and Pinkerton, Corporation Account- 
ing, N.Y., 1981, p. 189.) 


There seems no logical distinction be- 
tween paying for stock when originally is- 
sued at 110, and paying par, when issued, 
with a subsequent contribution, either in 
cash or in stock, of 10 per cent. In either 
case the stockholders have given to the cor- 
poration a premium over the par value of 
the stock. If the assessment, or contribution 
is in cash, $110,000 has been contributed 
by stockholders who have only $100,000 
stock. If the contribution is in stock, the 
premium is less obvious, but the stockhold- 
ers, even in this case have paid in $100,000, 
for which they hold only $90,000 stock, 
again a premium of $10,000. 

If a later contribution can be, and is, 
used to wipe out operating deficits, there 
is no reason why an advance payment, in 
excess of the par value of the stock, may 
not be made with the express purpose of 
providing in advance for a possible contin- 
gency. 

The similarity of the two operations is 
recognized by R. B. Westerfield, Banking 
Principles and Practice (N.Y., 1928, p. 
75), where he speaks of the payment of a 
premium on stock as the alternative of levy- 
ing an assessment to meet an operating defi- 
cit; and somewhat less specifically by R. J. 
Bennett, Corporation Accounting (N.Y., 
1916, p. 385), where the premium is spoken 
of as a “contribution at the time the com- 
pany is organized” in order that the com- 
pany may have a safety fund for emer- 
gencies. The levying of an assessment would 
certainly be an alternative means of meet- 
ing the emergency. 

III. In reply to the argument that the 
charging of a previous deficit against paid- 
in surplus amounts virtually to a payment 
of subsequent dividends out of paid-in sur- 
plus, reference may again be made to an 
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analogous operation. It is rather generally 
accepted that expenses of organization 
may either be written off gradually, but 
rather rapidly, against earnings, or be 
charged against a paid-in surplus. In so 
far as the organization expenses are gradu- 
ally amortized by annual charges against 
earnings, the sum remaining available for 
dividends has been lessened by just the 
amount of the organization expenses. If 
these expenses are charged against a paid- 
in surplus there is just that amount more 
available for dividends. If an organization 
expense, which may properly be written off 
against earnings, may alternatively be 
charged against paid-in surplus, it is not 
unreasonable to argue that other expenses, 
which have resulted in an operating deficit, 
may either be charged against subsequent 
earnings (thus lessening the amount avail- 
able for dividends), or may, like organiza- 
tion expenses, be charged against paid-in 
surplus leaving any subsequent earnings 
available for dividends. 

It is scarcely necessary to cite authori- 
ties who support the view that organization 
expenses are at one time or another to be 
charged against earnings. A single quota- 
tion will suffice: 


The best practice in this country requires 
a much more rapid writing off of these items 
[organization expenses], R. H. Montgomery 
advocating writing them off as they occur, or 
at most over the first two years’ operation. 
(R. B. Kester, Advanced Accounting, N.Y., 
19338, 3d. ed., p. 395.) 


In support of the view that organization 
expenses, essentially an expense to be 
charged against earnings, may alternative- 
ly be charged against paid-in surplus the 
following authorities are given: 

Where premium is received in shares is- 
sued, it is common to find the Preliminary 
Expenses charged against the premium re- 
ceived. 

(Spicer & Pegler, Practical Auditing, London, 
1911, p. 307.) 

Sometimes the amount of premiums is uti- 
lized in writing off such expenditure as pre- 
liminary expenses; this has the same ultimate 
effect as crediting it to the Revenue Account, 
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as preliminary expenses are written off against 
revenue eventually. 

(Encyclopaedia of Accounting, Edinburgh, 
1904, V. 315.) 

Shares are frequently issued at a premi- 
um. ... They are frequently used, however, 
for writing off preliminary expenses, goodwill, 
etc. 

(M. W. Jenkinson, Bookkeeping § Account- 
ing, London, 1910, p. 305.) 


IV. In addition to citing authorities one 
may argue in favor of offsetting an oper- 
ating deficit against a paid-in surplus on 
the more general grounds of the purpose 
for which such a surplus is created. Here 
is discussed an initial premium, such as is 
not infrequently paid by the subscribers to 
an original issue of stock by a bank, or as 
is more frequently the case in Germany and 
Austria, in the issue of shares of an indus- 
trial corporation. 

A corporation is no wealthier with 
$100,000 capital stock subscribed for at 
120 than it is with a capital stock of 
$120,000 subscribed for at par. In either 
case it begins business with funds amount- 
ing to $120,000. If the first capital struc- 
ture is adopted and $100,000 stock is is- 
sued at 120 there must be some reason for 
preferring that somewhat indirect proce- 
dure. In many cases, although there may be 
other reasons, the motive seems to be for 
the distinct purpose of having an addition- 
al sum which will serve as a buffer to pre- 
vent deficits encroaching upon the stated 
capital. This is certainly one of the motives 
in the case of national banks, where the 
showing of a deficit, encroaching upon the 
capital, would produce serious inconveni- 
ence, and the intervention of the Comptrol- 
ler of the Currency. As shown above, the 
establishment of a paid-in surplus is in Ger- 
many specifically provided as a means of 
absorbing certain expenses and operat- 
ing deficits. If such a surplus is known 
to be available for these purposes, there 
can be no objection to using it for the pur- 
pose for which it is provided. If it is recog- 
nized that the paid-in surplus is not an 
inviolable capital, but is provided to ab- 
sorb deficits, so as to enable dividends to be 
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paid out of subsequent profits, it is difficult 
to see how accountants can argue that jt 
violates any accounting principle. 

One may go further and argue with cop. 
fidence that there is nothing sacrosanct jy 
capital in itself. The individual trader be 
gins with capital of $100,000, but there js 
no “fundamental principle” of accounting 
that this must be maintained intact, and 


that the proprietor may not withdraw any 


part of it for personal consumption or be 
stowal in charity. Similarly the capital of 
a partnership is not inviolable but may bk 
drawn upon by the individual partners. In 
the case of a corporation there is neces 
sarily some restriction, when there is limited 
liability. Because creditors do not have re 
course against the shareholders as they do 
against the individual proprietor or the 
partners in a firm, some device was con- 
sidered necessary if the limited liability 
corporation were to obtain satisfactory 
credit. Hence the idea was introduced that 
such a corporation must have a fund, which 
while it might be dissipated by business, or 


exceptional losses, was not subject to re § 


turn to the shareholders. Notice is given 
to the public of the amount of this buffer 
fund by designating it as Capital Stock. 
But while this may be held inviolable 
there is no reason why shareholders may 
not contribute other sums, not desig- 
nated as Capital Stock, without any im 
plication that they may not be used in any 
way that the corporation itself determines. 
Even so distinguished an accountant as 
Montgomery is at fault in saying, “There 
is just as much moral turpitude in paying 
a dividend out of so-called capital surplus 
as out of capital, because in every way, ex 
cept the bare legal distinction, they are the 
same and should be equally safeguarded.” 
But the “bare legal distinction” is the very 
essence of the matter. If a farmer gave a 
chattel mortgage on his steers, it would 
show “moral turpitude” for him to dispose 
of some of the steers without protecting 
the mortgagee. But there would be no 
“moral turpitude” in his disposing of his 
milch cows, because of the “bare legal dis- 
tinction” that the mortgage covers the 


steers 
larly, 
amou 
servec 
paid- 
“mere 
feren: 
ment 
capit: 
grant 
becau 
betwe 
conce 
porat 
tion 
tants 
provi 
it as 
V. 
ants 
ments 
those 
sever 
count 
2. 
chars 


secur 


iolable 
may 
desig- 
ny im 
in any 


rmines. 


ant as 
‘There 
paying 
urplus 
AY, 
ire the 
rded.” 
\e very 
gave 
would 
lispose 
ecting 
be no 
of his 
al dis- 
rs the 


Operating Deficit and Paid-in Surplus 


steers but does not include the cows. Simi- 
larly, if the law designates that only the 
amount of the capital stock is to be re- 
served to protect the creditors, while the 
paid-in surplus is not thus restricted, this 
“mere legal distinction” makes all the dif- 
ference in the world. Montgomery’s argu- 
ment would, a fortiori, make the return of 
capital by a mining company a most fla- 
grant exhibition of moral turpitude. Yet, 
because a “bare legal distinction” is made 
between the capital of a manufacturing 
concern and the capital of a mining cor- 
poration, the legitimacy of such a distribu- 
tio is generally recognized by accoun- 
tants; and even Montgomery, while not ap- 
proving such a policy, does not stigmatize 
it as an immoral act. 

V. Summary. 

1. Itis not true that as a rule, “account- 
ants say this violates one of the funda- 
mental accounting viewpoints.” Among 
those not adopting this opinion I have cited 
several who rank among the highest ac- 
counting authorities. 

2. It is generally considered proper to 
charge an operating deficit against a credit 
secured by an assessment paid by stock- 
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holders for that purpose. But such pay- 
ment constitutes a paid-in surplus. There 
is no logical reason for discriminating 
against a payment made in advance, to pro- 
vide for a possible contingency and a pay- 
ment made after the contingency has arisen, 
in both cases the purpose being to wipe out 
an operating deficit. 

3. To forbid this procedure because it 
amounts virtually to the payment of divi- 
dends out of paid-in surplus, would also 
prohibit the charging of organization ex- 
penses against such a surplus, for that to 
the same extent, and only to the same ex- 
tent, permits the payment of a dividend out 
of paid-in surplus. But the charging of or- 
ganization expenses against paid-in surplus 
is rather generally approved. 

4. The inviolability of the capital is 
purely a legal provision primarily for the 
benefit of creditors. Creditors have a right 
to expect whatever sum the statutes de- 
clare inviolable shall not be returned to 
shareholders. Unless paid-in surplus is 
legally to be treated as capital there is no 
accounting principle which says it may not 
be used for any purpose for which it may 
have been established. 
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THE CLARK PLAN OF 


Oscar S. 


National Retail Dry Goods Associa- 

tion voted favorably on the adoption 
of the Clark Plan, embodying what have 
been called “radical changes in Retail Ac- 
counting.” The plan as finally adopted is 
not as radical a departure from present 
methods as was the original plan proposed 
by Mr. Clark.’ While the Clark Plan is op- 
tional, every inducement will be made to 
have stores adopt it. 

Since the Clark Plan is thought by some 
to be a revolution in retail accounting, com- 
paring in importance with the adoption of 
the retail inventory system some years ago, 
accountants and particularly teachers of 
accounting should be somewhat familiar 
with it. The following comments, while not 
an exhaustive treatment of the subject 
should serve to clear up some misconcep- 
tions and also to define some of the issues 
involved. 

The effect upon business generally of re- 
cent laws and administrative policies of the 
government at Washington has been far- 
reaching. The retail trade has been no ex- 
ception. Not only is it deeply affected by 
the retail code, but also by the various 
manufacturers’ codes.* The retail trade has 
been disturbed recently because of an at- 
tack upon its excessive mark-up of mer- 
chandise.* Since this mark-up must be suf- 
ficient to cover all of the expenses or costs 
of providing the numerous services de- 
manded by customers, and also leave a 
profit, it averages nearly 40% of sales. Such 
a percentage of mark-up is thought by 

1 Retailing, Executive Edition, March 26, 1934, 
Fairchild News Service, New York City. 

2 Clark, Carlos B., Controller, The J. L. Hudson 
Co., Detroit, Mich. Would a Revision of Retail Ac- 
counting be Advantageous, and if so, is it Advisable 
to Attempt it in 1934? Faw Bulletin of the 
N.R.D.G.A., Feb. 1984, p. 55 

* Thompson, Retail Stores Under the N.R. A., the 


Wharton News, April 1984. 
* Retailing, January 1, 1984. 
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many to be excessive. These critics do not 
countenance the claim of some retailers that 
it is the customers of the retail stores who 
demand the numerous costly services rend. 
ered, and who in the past at least have been 
perfectly willing to pay for them. There 
fore, the 40% mark-up is being attacked, 
and must either be justified or lowered, 
The retailer has in reality been placed, “on 
the spot.” 

To meet these attacks it has been sug. 
gested that the method of retail account. 
ing be revised, especially in so far as the 
preparation and analysis of the operating 
statement is-eoncerned. Mr. Clark, a pron- 
inent retail accountant, aims to justify 
present excessive mark-ups by changing the 
accounting system. He claims that the pres 
ent method of accounting shows wrong per 
centages of mark-up, wrong Cost of Sales, 
wrong Gross Merchandise Margins and 
wrong expense figures.° He asserts that be 
cause of these things there is a lack of ur 
derstanding among retailers and the public. 
To illustrate his point he compares the op- 
erating statements of the retailer and the 
manufacturer. Using Mr. Clark’s figures, 
this comparison may be set forth as ir 
dicated in the accompanying exhibits. 

Exhibit I is the ordinary form of Operat- 
ing Statement of a department store, while 
Exhibit II is the form usually employed by 
manufacturing companies. Both statements 
have been adjusted to a sales volume of 
$10,000,000 to make them comparable. If 
the cost of sales figures on the two state 
ments are compared, it will be noted that, 
while the manufacturing company includes 
the cost of materials, labor and overhead, 
the department store includes only the im 
voice cost of merchandise, transportation 
and workroom expense. As a result, the de 
partment store shows a gross profit of 
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EXHIBIT I 


OPERATING STATEMENT 
(Retailer) 


$10,700,000 


Net Sales 


Cost of Sales 
Inveritory—Ist of Period 1,072,197 
Purchases 6,424,119 


7,496,316 
Inventory 875,037 


6,621,279 
Transportation 72,400 
Workroom 114,000 6,807,679 


Gross Margin 8,192,321 
* Plus Cash Discount 222,090 


Gross Margin and Cash Discount 3,414,411 
Enpenses 

Administrative 

Occupancy 

Publicity 


3,195,000 


Net Profit 219,411 


*Cash Discount may be treated as other Income and added to operating Profit at the bottom of the 
Statement. 


EXHIBIT II 


OPERATING STATEMENT 
(Manufacturer) 


$10,700,000 


Net Sales $10,000,000 


Cost of Sales 

Material Used 4,665,500 
Direct Labor 2,106,500 

Indirect Labor 

Supplies 

Rent & Taxes 

Depreciation 

Insurance 

Repairs 

Heat, Light & Power 


8,253,500 
Gross Pro fit 1,746,500 
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Expenses 
Selling, traveling 
Publicity 127,000 
Administration 775,166 


1,522,166 
Net Profit 


224,334 


EXHIBIT III 


REVISED OPERATING STATEMENT 
Recommended and Approved by the N.R.D.G.A. 
March 21, 1984 
(Clark Plan) 


$10,700,000 


Net Sales 
Retail Reductions: 
Markdowns 
Shortages 
Discounts 


$10,000,000 


932,000 


Original Retail of Sales 10,932,000 
Merchandise 
Inventory—lIst of period 1,072,197 


Purchases 6,424,119 


7,496,316 
Inventory—End of period 875,037 


6,621,279 
72,400 
114,000 


Transportation 
Workroom 


Total Market Cost 


6,807,679 
Cash Discount 


222,090 


Net Market Cost 6,585,589 
All Buying-Receiving-Marking 536,000 
Total Occupancy 814,000 


Total Counter Cost 7,935,589 


Merchandise Spread 2,064,411 
Expense 

Selling 

Delivery 

Administration 

Publicity 


Total Expense 1,845,000 


Merchandise Profit 219,411 
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34.2% as compared with 17.4% for the 
manufacturing company and expenses of 
32% as compared with 15.2%, the net 
profit being 2.2% in both cases. 

Exhibit III illustrates the changes pro- 
posed by Mr. Clark and which are now 
recommended by the National Retail Dry 
Goods Association. In this revised operat- 
ing statement, the Total Counter Cost 
takes the place of the old Cost of Sales, and 
according to the exponents of this method 
is more nearly in accord with the Cost of 
Sales of a manufacturing company. It will 
be noted that the Gross Profit, known as 
Merchandise Spread on the new form is 
only 20.7% as compared with 34.2% on 
the old form. Likewise Total Expense con- 
stitutes a smaller percentage of net sales, 
and the 18.5% represented by this item on 
the Revised Statement compares very fav- 
orably with the 15.2% on the Manufactur- 
ing Statement. 

It may be of value to examine the im- 
plications of these proposed changes with 
respect to the accounting records and 
statements and also to determine, if pos- 
sible, whether any benefit to retailers will 
result. There seems to be no doubt that the 
purpose of Mr. Clark’s plan is to refute the 
present contention that retailing is more 
expensive than manufacturing and whole- 
saling, and to correct what he calls “wrong 
thinking” on the part of retail accountants, 
buyers and merchandise managers. There 
are two questions involved in this connec- 
tion. The first is, “Will the proposed 
changes bring about the desired results?” 
and the second is, “Are the proposed 
changes theoretically sound?” It is ques- 
tionable whether the proposed changes will 
bring about the desired results even if found 
to be theoretically sound. Merely by stat- 
ing costs in a different way will not alter 
the fact that they are excessive. It is doubt- 
ful whether any government official will be 
fooled by a juggling of the figures to lower 
mark-up percentages. Why not accept the 
fact that distribution costs of retailers are 
excessive and lend every effort to lower 
them. It might react to the detriment of re- 
tailers if they resort to any subterfuge to 
gain their ends. If retailers sincerely feel 
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that their distribution costs are not too 
high, they should seek to convert their crit- 
ics through a straightforward program of 
education, rather than through an altera- 
tion of their accounting methods. 

The second question, relating to the 
theoretical soundness of the Clark plan, 
cannot be answered categorically. There 
is no question that changes in distribution 
methods in the last two decades have re- 
sulted in lowering the invoice cost to re- 
tailers through the shifting of buying costs 
from the wholesaler to the retailer as is 
claimed by Mr. Clark. Furthermore, oc- 
cupancy expense is charged to cost of sales 
by manufacturers and there may be some 
reason for retailers to do so. Retailers add 
what economists call “time” and “place 
utilities” to goods by bringing them to their 
stores and placing them on display. Cer- 
tainly there is reason for the claim that 
the costs incurred in producing these utili- 
ties are legitimate costs to be added to in- 
voice cost to obtain cost of sales. There is 
no theoretical basis, however, for includ- 
ing selling or delivery expense in Cost of 
Sales as originally suggested by Mr. Clark. 

From a theoretical standpoint, then, the 
Clark plan as modified and adopted by the 
National Retail Dry Goods Association has 
some basis in theory, just how much, how- 
ever, is open to dispute. The Clark plan 
may be expressed in general terms, as fol- 
lows: All expenses of obtaining merchandise 
and storing it in a place convenient for cus- 
tomers to examine are legitimate additions 
to cost of sales. On the other hand, all ex- 
penses incurred in trying to induce custom- 
ers to buy the merchandise and expenses in- 
curred in rendering service to customers af- 
ter they buy should be included under ex- 
pense. 

Mr. Clark does not believe it is sufficient 
merely to change the operating statement. 
He suggests that the accounting set up also 
be changed to provide for figuring mark-up 
at counter cost. Doing so naturally will 
place a higher value upon inventories, since 
a lower percentage of mark-up will be de- 
ducted from retail inventory to obtain cost 
inventory. Such a result may be obtained 
by charging to cost purchases all expenses 
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which have inventory value. It is not cer- 
tain that occupancy expenses belong in this 
category. Furthermore, certain expenses or- 
dinarily included under Buying-Receiving- 
Marking, as for example, a portion of buy- 
ers salaries and a portion of the cost of 
marking merchandise, are in reality ex- 
penses of selling, and the problem is compli- 
cated by this fact. There is also the seri- 
ous practical objection that many ex- 
penses incurred in procuring merchandise 
are indirect expenses, which should not be 
added to the cost of the merchandise, even 
though there is a theoretical basis for so 
doing. Indeed, to do so will render it prac- 
tically impossible to maintain proper mer- 
chandise and expense control by depart- 
ments. In some stores these expenses are 
not all apportioned to departments under 
the present practice but are included only 
in the operating statement for the store as 
a whole. 

Even if the Clark plan is assumed to be 
theoretically sound, then, there are objec- 
tions to its acceptance which will be very 


difficult to overcome. Mr. Clark answers 
these objections by saying that the com. 
parative figures and internal control which 
will be lost through the adoption of the plan 
can be obtained by deducting from mer. 
chandise cost the operating expenses which 
have been added. The obvious rejoinder is, 
“Why add them in the first place if the only 
purpose is to attempt to justify excessive 
costs of distribution?” 

It is very significant that the Clark plan 
was adopted only in so far as it relates to 
the operating statement for the store asa 
whole. As adopted, it does not involve any 
change in the accounting records or method 
of determining net profit or inventories, 
Neither does it involve any alteration in 
methods of internal control by departments, 
Consequently it might well be doubted that 
the changes are of a revolutionary char- 
acter. Certainly the adoption of the Clark 
plan is not as significant as was the adop- 
tion of the retail method of inventory con- 
trol a few years back. 
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CREDITORS’ PROTECTION AND STOCKHOLDERS’ 
RESPONSIBILITY 


ARTHUR H. WINAKOR 


sibility of stockholders is determined 

very largely by their own contractual 
agreements with the corporation and by the 
contracts between creditors and the cor- 
poration. Along with changes in the evolu- 
tion of the corporation there have been 
equally significant changes in these con- 
tracts. Notable among these in recent years 
have been those accompanying the employ- 
ment of no-par stock for both preferred and 
common securities. No-par stock with its 
greater flexibility has presented many new 
problems in stated capital and stockholder 
responsibility—creditor protection. These, 
too, reflect changes in the contractual re- 
lations of stockholders and corporations, 
and whether agreeable to creditors or not, 
they affect creditors’ margin of protection. 

Although no-par stocks may appear as a 
distinct phase in the evolution of corpora- 
tion securities, this may well be doubted. 
As pointed out later, they simply carry 
out the natural trends. There has been, 
quite obviously, a definite relationship in 
the growth of credit instruments, capital 
stock and its accompanying responsibility, 
and the corporation. 

A brief sketch at this point of the evolu- 
tion of the corporation and its securities 
will serve two functions. It will be possible 
to see the changes in stockholder-creditor 
relationships of the past and throw some 
light upon present problems and trends. 
It will also be possible to evaluate the posi- 
tion of no-par stocks in this evolution. A 
perspective will also be acquired from the 
past to understand present problems. 

In the early joint ventures of the seven- 
teenth and eighteenth centuries the conflict 
of interests between owners and creditors 
was relatively non-existent as compared to 
the present day, for the capitalization con- 


T EXTENT and nature of the respon- 


sisted almost entirely of owner-contribu- 
tions.* There was little in the nature of per- 
manent debt, and not much of current debts. 
The social and religious ideas of the time 
were unfavorable to lending, and this too 
tended to keep borrowing at a minimum. 
The accounting and financial problems as 
among shareholders were also simple. There 
was no need for what is now technically 
known as a stated capital, or for the careful 
segregation of such elements as capital, sur- 
plus, earnings, dividends, etc. At the end 
of a venture debts were paid and the re- 
sources divided among the joint contribu- 
tors or partners. Any creditors that there 
might have been were protected because they 
contributed a relatively small portion of the 
capital, and because of the unlimited liabil- 
ity of each of the venturers. 

The transition from joint ventures to 
joint stock companies and chartered com- 
panies was accompanied by a longer period 
of operations. Whereas the early ventures 
conducted just one cycle of business opera- 
tions and then disbanded or reinvested, the 
later joint stock and chartered companies 
had continuous life and conducted many op- 
erations concurrently. 

This introduced many additional prob- 
lems. Among these may be stated the neces- 
sity for accurately accounting for profits, 
and the corollaries, accounting for revenue, 
capital outlay, depreciation, and the like. 
Since the business operations had little 
relation to the fiscal basis and because of 
the frequency with which shares changed 
ownership, a need to account separately for 
capital paid in, and accumulated retained 
earnings or surplus also became manifest. 


*In some instances, the early companies were 
forbidden to borrow money. See for example Davis, 
J. P., Corporations, Their Origin and Deve t, 
Vol. II, p. 144, G. P. Putnam’s Sons, N.Y., 1905. 
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Before long companies with special char- 
ters made their appearance. One important 
feature of some of these companies was their 
limited liability of shareholders.? With the 
appearance of limited liability the capital 
stock account became the essential margin 
of protection for creditors. An excess of 
share subscriptions over amounts paid in 
was, however, regarded as an additional 
margin for protection of creditors. With 
the introduction of limited liability a care- 
ful and accurate accounting became of 
greater importance to creditors. 

Even after most types of enterprises 
were permitted to avail themselves of limited 
liability, banks were denied the privilege. In 
England joint stock companies were per- 
mitted to limit their liability early in the 
nineteenth century. But the banks (other 
than some chartered companies) were un- 
able to obtain such refuge until well toward 
the end of the last century.*® Indeed, some 
banks hesitated to avail themselves of the 
limited companies acts, for fear that their 
creditors (depositors) would lose confidence 
in them. 

Later these banks did avail themselves 
of this opportunity, but only after making 
provision in their capital stock agreements 
to have subscriptions equal to two or three 
times the amount paid in, thus providing 
double or triple liability but not unlimited 
liability.* In recent years, however, this 
added liability has been almost entirely done 
away with, thus placing English banks in 
the same category with industrial compa- 
nies in so far as their provision for pro- 
tection of creditors is concerned. In ad- 
dition to eliminating this additional pro- 
tection to creditors through assessable 
shares or additional liability, the banks 
have steadily reduced the amount of their 
capital stock and undivided profits until 
they amount to less than eight per cent of 
total resources in many instances.° Since 


*See Kerr, A. W., History of Banking in Scot- 
land, Second Edition, Adam & Charles Black, Lon- 
don, 1902, p. 306; see also p. 24. 

* Tbid., p. 307. 

*Tbid., p. 307-310. 

*Banking Supplement, Economist 


(London), 
1925 to date, 
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the capital stock is in some cases as low ag 
four per cent of total resources, the great 
significance of undivided profits or surplus 
in retaining confidence and protection for 
creditors is evident. It is also evident that 
such a small margin of capital stock affords 
creditors but scant protection in the way 
the “trust fund doctrine” of stock implied. 

Similar trends may be observed in al] 
types of company enterprises. As the stock- 
holders—both in corporations and limited 
joint stock companies—succeeded in redue- 
ing their stockholder liability, they also 
reduced the amounts of their capital invest- 
ments. Thus the trend became definitely to- 
ward increased creditor capital, reduced 
stockholder capital, and the elimination of 
any further liability of stockholders be 
yond the diminished stockholders’ capital. 

In the United States the trends of de 
velopment were similar to those in other 
countries.©° Although the railroads were 
recognized from their inception as large em- 
ployers of borrowed capital, it was not until 
well into the second half of the nineteenth 
century that industrial companies began 
to employ large sums of borrowed money, 
particularly on long contract. 

Just as in England, banks in this coun- 
try were denied the privilege of limited l- 
ability much longer than other enterprises. 
New National banks were relieved from 
double liability for the first time by the Bank 
Act of 1983. Several states, notably, Mis 
souri, Idaho, Louisiana, Alabama, Virginia, 
New Jersey, and Connecticut have no ad- 
ditional liability for bank shareholders.’ 
One state has provided for triple liability.’ 

It may be stated with little hesitation 
that one of the most powerful forces con- 
tributing to the growth of the corporate 
form of organization, as it exists today, 
has been the desire of security holders, and 
particularly stockholders, to limit or even 

*J. S. Davis in his book, Essays in the Earlier 
History of American Corporations, Book II, p. 2% 
Harvard University Press, Cambridge 1917, states 
that creditors in early companies suffered little 
losses because they contributed little capital. 

*Chapman, Theodore, “Uneasy Lies the Head,” 


State Government, November 1932, p. 14-15. 
Ibid. 
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Creditors’ Protection and Stockholders’ Responsibility 


to avoid responsibility. Closely related to 
this has been the increasing separation of 
management from ownership accompanied 
by growing diversification of the kinds and 
sources of capital obtained by corpora- 
tions. Although the entire trend has been 
toward greater diversification of corporate 
capital sources and securities, with a con- 
comitant reduction in the amount of owner- 
ship investment to maintain or secure con- 
trol, there has also been a relaxation in 
stockholder responsibility, either for their 
own capital or for the protection of the in- 
vestments of others. 

Instead of the joint venture or joint stock 
company with one or perhaps two groups 
of investors, i.e., stockholders and trade 
creditors, there are now trade creditors, 
notes, bonds, preferred stock, and common 
stocks. Furthermore, each of these types 
of securities have been upon occasion di- 
vided into two or more classes of varying 
ranks within themselves. 

Has a concomitant and fully compen- 
sating change taken place in the protection 
of creditors? The question is not possible 
of precise answer. To the writer it appears 
doubtful whether it has. 

The residual equity (common stock) has 
been materially reduced in proportion to 
other contributors. Likewise the respon- 
sibility of the common shareholder has been 
reduced—through the elimination of any li- 
ability beyond the original investment. As a 
means of protecting creditors certain ex- 
pedients were introduced. For example, 
capital stock, particularly under the par 
value practices, has been cast into a rigid 
mold, and has required certain (in many 
cases) minimum fixed stockholder invest- 
ments, which could be changed only 
through formal procedure. Offsetting this, 
and defeating its objectives in part, has 
been the building up of large reserves. This 
is notably evident in the case of banks which 
have employed large surplus accounts in- 
stead of capital stock and thus avoided 
added double liability. 

More important for the creditor has been 
the greater frequency of making state- 
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ments public or available. This, accom- 
panied by the ease of communication and 
transport, has done much to offset the de- 
crease in protective margin to creditors 
through diminution of stockholder liability. 

Consideration must also be given to 
changes in the nature of business itself. In 
the old trading companies the risks were 
great and uncertainties many. The entire 
capital might be wiped out over night. 
Chances for great losses are fewer today 
than in earlier days, hence the average cor- 
poration may safely operate on a smaller 
equity margin.° 

A recent development in the corporation 
and capital stock has been the widespread 
use of non-par shares. It did not create a 
new trend in corporate security evolution, 
but itself continues the old trend by making 
possible still more reduction in stockholder 
liability. 

The old par value shares were subject to 
many abuses—sometimes induced by their 
own inflexibility or forced by limitations of 
supposedly protective statutes. Primarily 
these abuses revolved about the valuations 
of properties and services in exchange for 
stock and discounts on the stocks which 
would make them assessable. 

It was expected that no par stocks would 
eliminate these abuses. Theoretically they 
could and in many cases they did eliminate 
abuses without involving any further weak- 
ening of creditor protection. In practice, 
however, in all too many cases, no par stock 
failed to eliminate abuses, and even further 
weakened stockholders’ responsibility to 
creditors. 

The very ease with which no par stock 
could be employed in setting valuations has 
been one of its weaknesses. No par stocks 
involved no discounts, hence no assessments 
can be levied upon stockholders for failure 
to pay “par” to the corporation. The very 
ease with which valuations may be set has 
failed to eliminate the arbitrary valuations 
sometimes forced by par stocks and has 


* Variations in types of enterprise and inherent 
capitalization are ignored here, and industry in 
general considered. 
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tempted even more arbitrary valuations 
than under par stocks. 

The variety of provisions found in the 
no par statutes of the several states has en- 
abled corporations to choose those which 
granted them what, in some cases, was un- 
due freedom. The ease with which capital 
stock could be transferred to surplus, either 
free or capital surplus, defeated any at- 
tempts to maintain minimum stated capitals 
for creditor protection. The broad discre- 
tion often permitted to directors as to what 
portion of the sale price of no par stock 
should go to “capital stock” and what part 
to “capital surplus” or “free surplus” has 
made a farce out of the theory that the 
capital stock account represented the mar- 
gin of minimum creditor protection pro- 
vided by stockholders. 

The employment of no par shares has led 
to even greater confusion than formerly ex- 
isted in the net worth sections of corpora- 
tion financial statements. It is doubtful if 
the stated value account for no par capital 
stock is as honest and significant a value as 
was the capital stock account under par 
securities. Furthermore, the introduction of 
that anomaly, no par preferred, in which 
the liquidating or redemption value is un- 
related to the preferred capital account or 
stated value, certainly adds no light to the 
facts. The combining of par preferred and 
no par common or else a par preferred and 
no par preferred, or of par common and no 
par common is productive of further ambi- 
guity. 

The practice of some companies of lump- 
ing stock and surplus in one single item of 
net worth or common stock equity is hardly 
open to criticism as severe as some of the 
other methods which presumably give an 
honest statement of facts but actually fail 
utterly to do so. 

One may well wonder, in view of the past 
trends with their future implications for the 
relationships of stockholder-vs.-creditor, 
and in view of the abuses which have been 
accentuated by non-par shares, as to what 
should be done or even can be done in the 
future. It would seem as though a clearer 
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recognition of certain financial practice; 
might assist in providing light on the prob. 
lem and its solution. 

In the first place what is the relationship 
of the various corporate security holders 
to the corporation and to one another? Ip 
the large enterprises there is no longer 4 
system of simple uncomplicated types of 
securities and classes of investors. There js 
no longer the hard and sharp lines of cleay- 
age between bonds and stocks. There is no 
longer the very close relation between own- 
ers and managers. 

True enough, the managers, directors, 
and other officials do frequently have a 
large stake in the businesses which they 
control and direct, but these investments 
are usually only a small portion of the en- 
tire common stock. There is a growing dif- 
ferentiation among management, owner- 
ship, and control. 

The common stock owner is becoming 
more and more of a speculative investor 
in which the elements of management and 
control are secondary or even entirely ab- 
sent. The primary motive is to participate 
in earnings and market price changes. Un- 
der these circumstances his investment as 
sumes more and more the same characteris- 
tics of any other investor in corporate se 
curities. He does not invest for purposes of 
controlling the corporation; the facts are 
that many stockholders do not accept their 
rights to vote, even in proxy. When they do 
vote it is by filling in proxies sent out by the 
real managers of the corporation.” Of 
course, these managers could not maintain 
their position without assistance of the 
many stockholders, but this consent is for 
the most part mechanical. 

There should be a clearer recognition 
both in the law and in the accounting pro- 
fession of this wide separation between the 
average stockholders and management. 


The responsibilities of managements and 


* A recent and interesting example is the Trans 
america Corporation which asked stockholders to 
sign proxy forms which would have been good for 
seven years. The management explained that econ- 
omy was the reason for asking for such a long-term 
proxy. 
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Creditors’ Protection and Stockholders’ Responsibility 


especially of the board of directors, should 
be clearer and heavier ; not their powers and 
freedom of operations—these should not be 
materially changed, except as discussed be- 
low—but their direct responsibility to all 
classes of security holders should be 
strengthened.” 

This may be achieved by certain modifica- 
tions in our statutes, and by imposing in 
all charters certain provisions creating a 
closer relationship between directors and 
the various classes of investors; by setting 
up stricter qualification requirements for 
directors by requiring them to have educa- 
tional qualifications and business experi- 
ence sufficient to enable them to understand 
and grasp the problems of corporation su- 
pervision and direction; and in general in 
recognizing that the directors are in a real 
sense trustees of the enterprise, managing 
it for the best corporate interests, and not 
for their own or even for the common stock- 
holders’ interests alone. 

A large measure of this may be achieved 
by requiring the boards of directors to be 
representatives of the corporation and not 
of the stockholders. That is they should be 
chosen by all classes of creditors and stock- 
holders, perhaps in proportion to their capi- 
tal contribution, with the proviso that about 
half of them shall be selected by stockhold- 
ers. 

With such a change in the composition 
and focus of the directors, there should be 
a corresponding change in the position of 
the common stockholder. He should be 
recognized for what he is—merely the re- 
sidual investor and greatest risk-taker as 
well as greatest profit-taker. Such a board 
of directors would probably be more con- 
servative than they are now generally con- 
stituted, and might be less prone to pay 
out large profits in prosperity and write 
down the assets to produce earnings in de- 
pression. 

Concurrent with such a change there 

“Cf. Littleton, A. C., “Capital Flexibility,” The 
Journal of Accountancy, Vol. LVI, No. 2 (Aug. 
1933), p. 102-108; also “Creditors’ Interest in Sur- 


plus,” The Certified Public Accountant, Vol. XIII, 
No. 4 (April 1988), p. 199-202. 
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might well be a relaxation in some of the 
provisions of the statutes which have as 
their primary purpose protection of credi- 
tors, that is, the stated capital and restric- 
tions in the freedom of transfers from capi- 
tal stock to surplus, and the like. It (the 
board of directors) would be less likely to 
make arbitrary or unnecessary adjustments 
and manipulations of property values, capi- 
tal stock and surplus changes based on tran- 
sitory markets and profits, and in other 
ways be more considerate of the corpora- 
tion’s best interests. Such a board of direc- 
tors should be able to work in substantial 
harmony for the best welfare of the corpora- 
tion, for in the long run this is not incom- 
patible with the capital contributors’ wel- 
fare. 

It may be just as well frankly to recog- 
nize what has already occurred in the evolu- 
tion of stockholder-creditor relationships 
and not try to defeat economic trends which 
of themselves may not be harmful. It may 
as well be acknowledged that creditors ob- 
tain no material protection from require- 
ments for stated minimum capital. The ease 
of shifting amounts from surplus to capital 
stock and vice versa has already been men- 
tioned. Would it not be better to place these 
items into one “Common Stock Equity” or 
“Net Worth” account on the balance sheet, 
and thus tacitly admit that they are almost 
one and the same? 

No doubt strong objections arise in the 
readers’ minds from this last suggestion. It 
contravenes accepted orthodox accounting 
practice and theory; it is contrary to legal 
requirements and corporate practice. Per- 
haps it is, but it is not necessarily unsound 
economics and finance. If it can be shown 
that it would be good finance so to state the 
net worth or common stock equity, then 
possibly the reader will be more receptive 
to this suggestion. 

If one will but reflect in a critical man- 
ner, it will be evident that the capital stock 
and surplus accounts are not homogeneous 
meaningful equities. They are balances, and 
hodgepodges of many forces, the resid- 
uals of amounts paid in, profits and losses. 
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expenses and incomes, realized and perhaps 
unrealized capital gains and losses, day to 
day fluctuations in economic values, and 
many others too numerous to mention. The 
accountant attempts to classify certain 
of these hodgepodge parts of net worth, 
such as stock, earned surplus, capital sur- 
plus, etc., but is finding it increasingly diffi- 
cult to do so on sound and simple prin- 
ciples.” 

The writer does not believe that the net 
worth sections, or the component parts 
thereof, contribute materially to creditor 
protection, nor that they can be made ma- 
terially better in serving this purpose in ex- 
istent corporate practice. One writer has 
gone so far as to state that the capital 
stock concept is not of great value, since it 
affords creditors little material protection 
and is not readily enforceable at law.** If 
this be so, what do the accountants and 
lawyers gain, the former with his meticulous 
accounts and theories, the latter with his 
law and regulation of financial problems 
and policies? 

Some of the newer statutes, such as those 
of Illinois and Pennsylvania provide stricter 
regulations for the transfers of amounts 
from surplus to capital, and vice versa. Also 
stricter provisions are found regarding the 
payments of dividends from appraisal or 
appreciation surplus, and otherwise are re- 
lated to the entire net worth. These are steps 
which return to the old status of things, 
in which it is presumed that common stock- 
holders are owners and controllers, and must 
protect creditors. 

A creditor looking at a financial state- 
ment is not interested primarily in whether 
there is more in the amount of common 
stock and less of preferred, or vice versa. 
Each security holder looks to the total of 
equities junior to his. And even here, there 
has been a tendency to look more and more 
to specific assets instead of sum totals of 


*For similar ideas see W. A. Paton, “Short- 
comings of Present Day Financial Statements,” 
Journal of Accountancy (February 1934), Vol. 
LVII, No. 2. 

% Wickersham, C. W., Stock Without Par Value, 
Matthew Bender & Co., N.Y., 1927, p. 127. 
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equities. Bondholders frequently look to 
fixed assets pledged as their security. Pro. 
visions in both bonds and preferred stocks 
frequently specify that minimum amounts 
of net working capital must be maintained 
and the like. 

Does it matter to them greatly whether 
the common equity is mostly “stock” or 
whether it is mostly “surplus”? Not if the 
directors are fully cognizant of all interests, 
In many cases creditors would fare better 
if surplus was larger and “stock” smaller, 
Doubts as to solvency might not so easily 
arise; there would be less need for reducing 
stated capital to clear away the results of 
capital impaired from depreciated assets. 

If the boards of directors were composed 
of representatives of all classes of creditors, 
there would be less to fear in the way of pay- 
ments to stockholders which would deplete 
working capital and unwisely reduce sur- 
plus. And with a board of directors so con- 
stituted it would appear feasible and wise 
to employ one common stock equity account 
to which would go all capital paid in and 
all earnings, and which would cover all divi- 
dend payments and losses.** 

There should be provided, however, the 
safeguard for both creditors and stockhold- 
ers of additional financial data. As has 
often been advocated before, a greater use 
of a surplus reconciliation statement should 
be made. This would bridge the gap from 
successive balance sheet statements. Be 
sides containing data as to earnings, losses, 
dividends, and the like, it should contain in- 
formation as to write-ups and write-downs, 
and similar more or less arbitrary adjust- 
ments. This additional statement which 
instead of being a surplus reconciliation 
would be a common stock equity reconcilia- 
tion might also wisely contain a summary 
of important changes over a ten year per- 
iod. 

It is well to remember, too, that if the 
board of directors were chosen by, and ex- 
isted to represent, all classes of investors, 


“Cf. Littleton, A. C., “Capital Flexibility,” The 
Journal of Accountancy, Vol. LVI, No. 2 (Aug. 
1933), p. 107. 
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some of the apprehensions as to handling of 
appreciation and such adjustments would 
be unnecessary. Such a group of directors 
would be less prone to sanction arbitrary 
write-ups and write-downs, which usually 
benefit one class of security holder more 
than another. It would probably be a more 
conservative body in that the interests of 
all investors would be weighed concurrently. 
Nor would such a body of men be inclined 
to pay dividends out of appraisal value, 
statute or no statute, or make such dis- 
bursements when there was danger of im- 
pairing the solvency of the corporation. 
Notice that the question of impairing capi- 
tal stock or stated capital does not arise. 
There is only the question of solvency and 
confidence in the corporation. But after all 
this is the presumed goal of statutes pro- 
viding for stated capitals or capital stock, 
and it is obvious that solvency and confi- 
dence cannot be inculcated by statutory 
minimum capitals and the like. 

Such a plan also ties in with the growth 
of power of corporate directors. There has 
been an increasing amount of power brought 
into the hands of directors and managers. 
With the decline of owner-management, the 
directors and officials had to and did be- 
come more independent in their actions. Nor 
does it appear feasible to reverse this trend. 
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Their powers should not be curbed, but they 
should be held to greater and closer ac- 
countability for their acts by all classes of 
investors. Their responsibility to them for 
misdeeds should be made clearer and en- 
forceable for both monetary damages and 
criminal acts. 

It may be stated in summary, that the 
plan which has here been suggested for 
treating common stock equities would do 
away entirely with stated capital. It would 
also do away with many legal problems (and 
some accounting and financial ones) per- 
taining to no par stocks. It would result 
in far greater flexibility in the net worth 
section without subterfuge, but it would 
compensate this freedom by a more bal- 
anced membership and greater responsi- 
bility in the board of directors. It would 
perhaps tone down the speculative appeal of 
common stocks, but it would probably en- 
hance their investment qualities. 

Nor do the suggestions appear to stem 
the natural development of the corporation 
and its freedom of action. Quite the con- 
trary, they fall in line with it, and seek to 
adjust the corporation and the problems of 
the various classes of investors to this trend, 
rather than stemming the tide or destroy- 
ing it entirely. 
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In his article in this 
issue of the Review, 
Professor Hatfield takes 
issue with those account- 
ants who have questioned the propriety of 
charging an earned-surplus deficit to paid- 
in surplus. His argument is twofold: In 
banks and insurance companies the practice 
is common; and Kester, Paton, and other 
accounting authorities seem specifically to 
approve it. Since the Editor was one of 
those accountants to which Professor Hat- 
field refers, it might be of interest to read- 
ers to learn of the nature of the other side 
of the controversy. 

Professor Hatfield does not indicate that 
he was supplied with the exact question 
that was before the accountants’ group. 
The question was: Should charges to paid- 
in surplus be permitted without the con- 
sent of stockholders? Such charges, as all 
accountants know, are not limited to 
earned-surplus deficits but may include 
losses from plant devaluations, losses or 
provisions therefor arising from foreign ex- 
change, losses from the closing of branch 
stores, and other extraordinary items which 
are deemed to be of a nonrecurring char- 
acter. Occasionally one finds operating ex- 
penses charged to paid-in surplus, exam- 
ples of such practice having been published 
in the editorial columns of the Review 
last year. The state administrative author- 
ities are interested parties in the decision 
as to the practice to be followed, because 
(in Illinois, anyway) the annual franchise 
tax is based on the amount of capital paid 
in. Naturally, they were anxious to deter- 
mine whether the concept of paid-in capi- 
tal would permit its diminution from oper- 
ating and other losses. They were only sec- 
ondarily interesced in the question of wheth- 
er or not dividends could be paid from the 


... CAPITAL 
SURPLUS... 


earnings of one year without regard to 
losses of preceding years: in any event 
that was a question for the courts to pon- 
der. 

It is difficult indeed to think of taking 
issue with authorities as redoubtable as 
Professor Hatfield and his allies. The issue 
of course turns on the significance of paid- 
in capital. Banks and insurance companies 
have been organized, it is true, with the un- 
derstanding that a portion of stockholders’ 
contributions, the excess over par value, is 
to be employed in the absorption of early 
losses or even in the payment of dividends; 
but there is no parallel between financial 
institutions and industrial enterprises, for 
the following reasons: 

(1) No premium from sale. Rarely has 
par-value capital stock of ordinary profit 
enterprises been sold at a premium. 

(2) Allocation not equivalent to premi- 
um. The most frequent source of paid-in 
surplus is an allocation of paid-in capital 
by directors. Under the corporation law of 
Delaware, California, Illinois and a good 
many other states, the directors upon re- 
ceipt of cash or property from no-par- 
stock subscriptions may determine the por- 
tion that is to be assigned to capital stock 
and the portion that is to be put into paid- 
in surplus. There is seldom any understand- 
ing with the purchaser as to the disposi- 
tion of the proceeds; certainly the pros- 
pectus, as we have known it in the past, 
has been silent on the point. 

(3) Absorption of early losses. Most of 
the arguments which touch on paid-in sur- 
plus relate to its availability or nonavail- 
ability for early losses. Thus, an insurance 
company may require five years to reach 
the stage where current premium income is 
sufficient to absorb all current operating 
expenses. But often in current practice, 


losses 
from s 
to pal 
prova 
withot 
been 4 
charg 
seriou 
(4) 
porat 
measu 
stockl 
the ot 
on th 
charg 
porat: 
to ma 
of Del 
enter} 
sary i 
be rec 
object 
applic 
est re: 
as the 
have ¢ 
the co 
nal d 
ruptes 
the 
long 
been 
acts 
from 
and e 
source 
paid-i 
not f; 
the id 
holdey 
or pa 
asa 
thoriz 
(5) 
have 
surph 
corpo 
tende: 
of tri 
part 
shoul 


Editorials 


losses of later years and expenses and losses 
from sundry sources have also been charged 
to paid-in surplus, sometimes with the ap- 

roval of the board of directors, sometimes 
without such approval. Frequently it has 
been a dumping-ground for debits that if 
charged to earned surplus would interfere 
seriously with the ability to pay dividends. 

(4) Restrictions limit use. Recent cor- 
poration acts have attempted to give some 
measure of protection to the investments of 
stockholders as well as to creditors. On 
the other hand, there has been the desire 
on the part of committees of the bar 
charged with the framing of the newer cor- 
poration laws to retain the liberal grants 
to management which have made the state 
of Delaware so popular a host to industrial 
enterprises, and which have seemed neces- 
sary if the income from franchise taxes is to 
be recaptured from that state. These two 
objectives occasionally conflict and their 
application has not always led to the happi- 
est results. The concept of paid-in surplus, 
as the laws of, say, California and Illinois 
have developed it, has suffered, for under 
the concept as it now stands lies the origi- 
nal desire to make possible an uninter- 
rupted flow of dividends, notwithstanding 
the exhaustion of earnings. This motive, 
long a feature of the Delaware law, has 
been given a protective twist in the new 
acts by confining the dividends payable 
from paid-in surplus to preferred stock, 
and even then requiring disclosure of the 
source. The definition of uses to which a 
paid-in surplus account may be put has 
not failed to impress the accountant with 
the idea that the entire investment of stock- 
holders whether appearing in capital-stock 
or paid-in surplus account is to be treated 
asa unit except for specific reductions au- 
thorized by the law. 

(5) Changed trend in laws. Not only 
have restrictions on the uses of paid-in 
surplus found their way into the recent 
corporation laws, but the restrictions have 
tended to give authority to the practice 
of treating paid-in surplus as any other 
part of the contribution of stockholders 
should be treated: that is to say, subject 
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to diminution only through the same sort 
of action and consent as is required in any 
reorganization or recapitalization. It is 
not difficult to imagine that a few years 
hence the identity in character of all con- 
tributions of stockholders will be recognized 
by law and that provision will be made for a 
reduction of aggregate contributions not 
only for losses but for dividends as well, 
provided that the reasons therefor are 
sound financially and that the reduction 
is accompanied by the consent of stock- 
holders and the necessary disclosures in 
annual reports. 

It is not certain that the authorities 
quoted by Professor Hatfield had in mind 
merely financial institutions in their dicta 
on paid-in surplus; but a careful study 
of the context in each case fails to reveal 
any evidence that the authors quoted have 
fully studied the implications of their state- 
ments. It seems certain that none of them 
were aware that in many cases the creation 
of paid-in surplus has worked a fraud on 
investors; it seems equally certain that 
none of them have examined the funda- 
mental significance of the whole idea of the 
paid-in-surplus account. 

Here, as elsewhere, the accountant has 
had no philosophy or precept to guide him. 
He takes many things for granted: things 
which deserve critical analysis, arguments 
which might well be rejected as unsound. 
He is used to accepting the authority of 
others, for he must start somewhere. He 
permits several sorts of valuations to ap- 
pear on a single balance sheet because he 
knows of no universal valuation principle 
which might better be applied. The ac- 
countant is not a scientist ; he is an analyst, 
a compiler, an interpreter. He has been 
misunderstood. It is only in the last few 
years that he has begun to grope for prin- 
ciples, for uniformity of concepts, to think 
of fundamentals; for it is only in the last 
few years that anyone ever conceived of 
the accountant as a social scientist or ever 
thought of burdening him with responsi- 
bilities to persons other than his employer 
or persons with whom his employer might 
have some immediate connection. 
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The Chicago accountants boldly took the 
position that what their authorities had 
had to say on the subject had been un- 
sound and that paid-in surplus should dif- 
fer in no respect whatever from other con- 
tributions of stockholders. They reasoned 
thus: Stockholders are the owners of a 
corporation: they have contributed certain 
sums of money, or property of certain val- 
ues, for which the directors they choose are 
to be held accountable. Furthermore, the 
investor supposes, notwithstanding a few 
accounting writers to the contrary, that 
their contributions are to be maintained 
intact. The accounting to stockholders 
should be simple and direct, not confused 
by excursions into the legal rights of direc- 
tors. On the annual or other report, the 
accounting should be shown so that stock- 
holders may have no illusions; the invest- 
ment of stockholders should remain unal- 
tered, unless the stockholders have con- 
sented to its reduction. In the payment 
of dividends or in the absorption of losses, 
including writedowns, the contributions of 
stockholders should not be considered as 
being available therefor except as the 
stockholders in their annual or special 
meeting specifically direct. To maintain the 
contributions intact, unabsorbed operating 
and other losses of prior years must first 
be applied to the current year’s earnings 
before determining what portion, if any, of 
such earnings may be available for distri- 
bution. 

The accountants who reasoned thus were 
dealing in elemental theory—the theory of 
accounting relationships which too few 
members of the profession have squarely 
faced. They were not defying the law. They 
were in fact complying with it, for the law 
had outlined definitely certain uses to which 
paid-in surplus might be put, and the ab- 
sorption of losses was not one of them. A 
reduction of paid-in surplus, they reasoned, 
was tantamount to a recapitalization, be- 
cause paid-in capital was not being main- 
tained intact if the entire earnings of suc- 
ceeding years were to be available for dis- 
tribution as a dividend from profits. 

Four years ago the Committee on the 
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Definition of Earned Surplus, of which the 
Editor was a member, published its find. 
ings. The questions surrounding paid-in 
surplus were very thoroughly gone into, 
A questionnaire was sent to leading prac. 
titioners and instructors in accounting, 
The Committee was particularly concerned 
with the concealment of operating and oth. 
er losses by charging them to paid-in sur. 
plus. Answers to the questionnaire brought 
out clearly at least one point: That there 
should be no confusion between an earned- 
surplus deficit and paid-in surplus. In its 
report the committee said: 

Earned surplus accumulates from the date 
of incorporation or from the date of a re 
capitalization when a deficit is absorbed by 
the authorized reduction of the par or stated 
value of the outstanding capital stock. 
“Par or stated value of the outstanding 
capital stock” in the above quotation 
should have read “paid-in value of capital 
stock,” as the committee meant to include 
in the category of a recapitalization the 
reduction of paid-in surplus, which would 
require the approval of the stockholders 
and the secretary of state ; but the intention 
should be evident, nevertheless. “Author 
ized” was intended to signify approval of 
stockholders and of state authorities where 
necessary. 

If we may now return to the question 
originally at issue, Should charges to pait- 
in surplus be permitted? it may be said 
that the decisive “no” of the Chicago ac 
countants convinced the local bar that only 
an act of the legislature could make the 
answer “yes.” Accordingly, the corporation 
act was amended whereby any item called 
a “loss” may be charged to paid-in sur 
plus provided the directors approve and 
their approval is registered with the sec 
retary of state. A movement is now on foot 
to limit further such charges to earned: 
surplus deficits and to require the sane 
tion of at least a majority of all the stock 
holders. 

It may well be that 
. . . DATED Professor Hatfield and 
SURPLUS... the group of Chicago 
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far apart, after all. Professor Hatfield 
says nothing against (1) the consent of 
stockholders as an integral feature of paid- 
in surplus charges, (2) the limitation of 
such charges to earned-surplus deficits, and 
(8) the designation of write-offs to paid-in 
surplus as recapitalizations. On the other 
hand, the accountants’ group was not op- 
posed to paid-in surplus charges; but it 
was decidedly opposed to their inclusive- 
ness and wanted to place the authority 
therefor squarely in the hands of the stock- 
holders; for it rests with the owners of 
capital whether they should suffer a dimi- 
nution of the values they have contributed 
or require that the loss be made good be- 
fore the distribution of subsequent earn- 
ings. 

“A fourth point to which Professor Hat- 
field has made no reference but which has 
been considered frequently in recent years 
by a number of accounting firms relates 
to the dating of earned surplus where losses 
of prior years have been absorbed, presum- 
ably under proper auspices, in paid-in sur- 


plus or by a reduction of par or stated 
values of capital stock. The feeling has 
gained currency that the new earned-sur- 
plus account should be “dated,” and that 
such date should appear on the corporate 
balance sheet as a fixed, integral part of 
the earned-surplus heading. 


Scanning is a form of 
auditing that has been in- 
sufficiently emphasized. Let 
us say that an accountant 
has before him the expense ledger of a man- 
ufacturer client. There are 200 selling and 
administrative expense accounts inside, in- 
cluding those of a branch, and the annual 
total is a million dollars. But, says the ac- 
countant, this is an annual balance-sheet 
audit, and all I need do is to analyze sales, 
officers’ salaries, taxes, interest and also the 
miscellaneous income and expense accounts 
if they look important. 

And so he proceeds to “analyze” each 
of those accounts, setting forth in meticu- 
lous detail the items as he finds them in 
books of original entry and supporting 


... SCAN- 
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data. In his analysis of general expense, 
which occupies his time for a day, he has, 
say, six pages of petty items making up 
a total of two or three thousand dollars, 
and in the process he has discovered sev- 
eral items which need reclassification. Hav- 
ing prepared reclassification journal en- 
tries, he now regards his labors as complete. 
His six worksheets are promptly forgotten 
by everybody. The files of public account- 
ants are full of them: hundreds of thou- 
sands of pages of tiresome analyses from 
which nobody has derived any benefit. 

Account analyses should be not under- 
emphasized, but where not absolutely re- 
quired they so often prove to be a stupid 
and deadening process which can only serve 
to keep the abilities of accountants on a 
level with the automatism of the skilled 
posting clerk. The profession has no need 
of accountants whose moticns can be sub- 
jected to time studies. Field work must be 
devoted to less routine. Performances 
should be stressed that utilize to the utmost 
technical acumen and imaginative re- 
sources. 

Now scanning does just that. There are 
accountants who can barely glance at a 
balance sheet and come away with a good 
many significant facts in their minds. They 
are not geniuses. They are exceptionally 
well-trained scanners. Their peculiar capac- 
ity is the fruit of long experience, of many 
scannings. Not everyone needs to be that 
expert, but no one should neglect his edu- 
cation in that respect. 

Particularly in the examination of profit- 
and-loss accounts during the course of a 
balance-sheet audit is an accountant’s abil- 
ity to scan put to the test. Perhaps it 
should be said that he should scan every 
single profit-and-loss account; not a single 
account should escape. 

Let us return to that six-page analysis 
of general expenses. One treads on danger- 
ous ground. There will be many account- 
ants who will say that they would be afraid 
to eliminate the analysis of that account. 
On a number of engagements they will be 
able to point out the revealing character 
of analyses made in past years. They will 
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also call attention to the inexperience of the 
members of the staff, especially the newer 
members. With these objections one cannot 
quarrel. The analyses found to be import- 
ant should be continued. To the second 
objection it may be said emphatically 
that scanning is not for the inexperienced. 
A good scanner is not less than a top semi- 
senior. He is a person who sees many things 
quickly—in their relationship to other 
things. His judgment has ripened by con- 
stant contact with the practical affairs of 
many business enterprises. 

Now a good scanner, let us say a good 
senior, approaches the general expense 
account. He spends a half hour reviewing 
the postings, the sources of the important 
items, and takes notes only on the things 
he considers worth while putting into the 
record. He probably in the end will have 
confined himself to a single sheet of working 
paper and perhaps to only a part of it at 
that. But in the end it will be an infinitely 
more intelligent record for future refer- 
ence. 

Having reviewed the postings and made 
notes on the general expense account and 
a dozen or so other expense accounts, he 
sits down with a member of the client’s 
office staff who is familiar with this group 
of accounts and together they review the 
points that may have been noted. During 
the conference the person responsible for 
the expense distribution may even be cailed 
in from time to time to answer general or 
specific questions relating to his procedure. 
A few moments’ judicious probing and ques- 
tioning will yield results that account analy- 
ses, no matter how painstakingly made, 
will never yield, notwithstanding the effort 
to get at the sources. In a day the scanner 
will normally have completed his examina- 
tion of the 200 accounts; and he will have 
acquired a store of valuable and—to his 
principal—amazing information. Not only 
that, but he has been enjoying himself 
thoroughly ; his intellectual capacities have 
been well exercised and he has not had a 
single dull minute in the day. Contrast 
that with the brain-fag of the patient, plod- 
ding, analyzer of expense accounts! 
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But half the job of the successful scap. 
ner is in recording his findings. His re. 
view will be no more intelligent than the 
record he leaves for others to read. Jy 
ordinary cases he will probably record the 
results of his findings at the rate of 4 
dozen accounts to the single sheet of analy- 
sis paper. In some cases he will have 4 
little summary breakdown, the total of 
which resembles the account balance; in oth 
ers he will have a short impressionistic nar- 
rative, or he will be noting seasonal varia- 
tions, differences between years, rates of 
compensation: perhaps a hundred things 
altogether. But when he is finished he wil 
have left a record of his intelligence and 
high imagination—qualities which the pro- 
fession is constantly looking and praying 
for in its successful seniors. 

Economists have 
... ECONOMISTS done little to sta 
AND COSTS ..._ bilize our ideas of 
cost. They have, of 
course, brought out the nature of the vari- 
ous factors of production and in some cases, 
for the purpose of pointing out relative 
variability of costs, have distinguished be 
tween prime costs (material and direct la 
bor) and other costs, including differential 
costs. They have had much more to say 
about profits which is the excess of sales 
over costs; but they have failed signally in 
reaching conclusions as to the meaning of 
profits to the individual. There are almost 
as many theories of profits as there are 
economists. 

It will be worth while to examine briefly 
the diverse notions regarding business prof- 
its, for these ideas affect the boundaries of 
the cost concept; if we could define profits 
we should automatically determine cost. A 
number of American economists have sug- 
gested that profits are an element of cost 
since they are necessary to induce the enter- 
priser to continue producing: they are 4 
reward for his efficiency as an enterpriser. 
Another theory of profits is the surplus 
theory. The proponents of this theory hold 
that selling prices are established by the 
costs of marginal producers and that the 
lower costs of all other producers are at- 
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tributable to the possession of monopolies 
or better methods of production. Other 
economists assert that profits are a reward 
for the risks borne by enterprisers—that 
is, the risks of loss, and that the greater 
the risks, the greater the profit. Still an- 
other theory is that profits are the result 
of good luck—the reward of a contestant 
ina business race—made possible by chang- 
ing conditions in the arts. 

In all these theories the accountant finds 
germs of truth. Much depends on the ac- 
countant’s outlook on life and the particu- 
lar case under consideration. Probably all 
accountants have found in their experience 
that many business men have succeeded be- 
cause they have been able to recognize the 
demand for a particular product and have 
fulfilled that demand efficiently. Other men 
have entered a well-established field and 
have made profits through shrewd organi- 
zation methods and large-scale operations. 
Sometimes profits are made because of a lag 
in production as compared with a strong 
demand and a lack of enterprisers to fill 
the gap. In not a few cases, profits are 
known to emerge in carelessly managed 
business enterprises, through causes that 
cannot be fathomed. Profit is a residual, 
something left over from the exchange of 
goods or services which by custom remains 
in the hands of the enterpriser whether or 
not he has been responsible for it and will 
use it wisely. 

But perhaps before profit is completely 
separated from cost, the first theory of 
profit should be reconsidered—that is, that 
profit is the inducement whereby the enter- 
priser continues to produce; for it is only 
under this theory that profit is regarded as 
a measurable cost. This theory differs from 
the other three in that future profit is the 
thing considered, not past profit as a re- 
ward for things accomplished in the past. 
It is the expectancy of future benefits to 
be gained, not the final realization of that 
expectancy, that keeps the enterpriser in 
business. Because of this peculiarity, we 
may safely come to the conclusion that un- 
der this theory of profit as well as all the 
others, profit is whatever remains for the 
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enterpriser after all other productive fac- 
tors have been satisfied. 

One of the primary difficulties encoun- 
tered by the economist is his oft-repeated 
confusion of the general with the specific. 
The conditions facing an industry as a 
whole are not always those confronting one 
of the units within that industry. The wind 
may be blowing west, but the storm area 
may be moving east. So in a period of de- 
pression an unprofitable industry may con- 
tain profitable units—profitable for many 
reasons. Too frequently the economist 
judges the unit in terms of the industry. 
The accountant knows nothing more spe- 
cious or more conducive to false conclu- 
sions, and he can safely recommend to the 
economist a more elaborate case study of 
the individual unit: a research among orig- 
inal materials which, if sufficiently exten- 
sive, should lead to a more generally ac- 
cepted theory of cost and profits; a 
research among the business patterns of 
today rather than speculations revolving 
about the “economic man” or the simple 
tradesman of Adam Smith’s time. Eco- 
nomics ought to be much more than a 
cloistered a-priori science sprinkled with 
statistics. A good starting-point for the 
economist might well be the psychology of 
the business man. Successful representa- 
tives of that species have been known to 
be notably deficient in economic theory, 
though otherwise uncommonly intelligent. 

An example of the deadly reasoning of 
the economist lies in his failure to introduce 
time and space elements into his concept of 
profits. The accountant conceives of profits 
as covering a certain period for a certain 
business enterprise or group of business en- 
terprises. The accountant has also devel- 
oped the concepts of accrued profit and 
unearned profit, both of which have become 
fundamental parts of that economics of the 
individual enterprise little known to the 
professional economist. 

Keynes, the English economist, in his 
“Treatise on Money,” defines cost of pro- 
duction as including (1) salaries and 
wages, (2) the normal remuneration of en- 
terprisers, (8) interest on capital, and (4) 
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rents and other returns on monopolies. Cost 
of production is thus made synonymous not 
only with the “earnings of the factors of 
production,” but also with the money-in- 
come of the community. Sales less cost of 
production as defined, he terms profits. The 
normal remuneration of enterprisers he de- 
fines as that rate of return which “would 
leave them under no motive either to in- 
crease or to decrease their scale of opera- 
tions.”” However helpful this analysis may 
have been to the purpose for which it was 
prepared, it throws little light on our pres- 
ent problem for the reason that three of its 
four factors above mentioned cannot be de- 
termined with any satisfactory degree of 
accuracy when a particular case is con- 
sidered. 

We may justifiably assert, therefore, 
that the reasoning followed by economists 
is of no great help to us on the subject of 
cost or profits except possibly in a negative 
way. That is to say, the elements of and 
the necessity for profit are matters of in- 
dividual opinion rather than of proof, and 
we can do little else than to regard profit 
as that portion of the selling price of a 
product which belongs legally to those who 
furnish capital but which may be attributa- 
ble to various conditions surrounding pro- 
duction and thus may have its origin in such 
causes as: 

(1) Understatement of salaries or wages. 
The money-compensation of the manage- 
ment of a business enterprise may be less 
than management’s true salary; how much 
less no one can tell. Particularly is this true 
in the proprietorship or partnership in 
which no salary allowances are made for 
the owner-managers, and where no reason 
exists for such allowances. 

(2),Returns on monopolies. Patents, 
franchises, grants or land may be owned 
on which the return included in selling price 
is greater than that enjoyed by competi- 
tive organizations. But who can measure 
such return? 

(3) Interest on investment. A good 
many individuals, accountants as well as 
economists, believe that a certain portion 
of gross earnings is interest and that such 
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interest is a cost of fabrication just as 
surely as the wages of labor. But the rank 
and file of the accounting profession have 
never accepted this theory: they do not 
necessarily deny that interest is present, | se 
but rather they assert that as such it rep- 
resents no immediate or future money out- 
lay and is therefore not a cost, that in un- 
profitable years stockholders are willing to 
forego a return of both interest and profit, 
that it is the expectancy of future dividends 
from profits, not from interest, that causes 


an investor to remain as such, that inter-|::: 


est, if any, is a division or distribution of 
net profit, not of gross earnings, only when 
earned and only when dividends are paid, 
and finally that even though interest were 
admitted as a cost no basis exists for de- 
termining the rate, especially that portion 
of the rate which represents the investor's 
risk. 

(4) Risks not insured. In addition to| 
the ordinary risk attaching to investors’ 
loans are the risks assumed by the business 
enterprise itself, compensation for which 
may be expected to be found in selling 
prices. In the long run, the income from| 
such risks may be far in excess of the losses | 
therefrom, due to successful management, | 
good fortune, or the shifting of such risks| 
to others. The yardstick to measure the| 
compensation for risks does not exist, how-| 
ever. 

Thus the return which might conceivably 
be assignable to the additional wages of 
management, to monopoly earnings, to in- 
terest, and to risk cannot in fact be as- 
signed because no rate of compensation can 
be determined and no bargain with investors 
has been made therefor. Not even the sci- 
ence of statistics can come to our aid, for 
these items ordinarily are not commodities 
having separable objective realities. Even-| 
tually they may be differentiated, but only 
when they gain individuality through being| 
separate objects of exchange. 

We may say therefore that under our 
present financial system gross income is not 
and cannot be divided as between each of 
the various factors of production. Rent, in- 
terest, the enterpriser—except as the func- 
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tion of the enterpriser is recompensed by 
management salaries—and risks are fac- 
tors supplied by the same class of individ- 
uals—namely, investors. In performing this 
service, investors are not conscious of sup- 
plying certain of the factors of production; 
they are dominated by the desire to earn a 
fair interest return on the cost of their con- 
tributions to a business, or if they are 
speculators, by the hope of windfall profits. 


A new edition of Web- 
ster’s has appeared 
which will be of interest 
to accountants. Many 
accounting terms are defined for the first 
time. Here are samples, each accompanied 
‘by an indication that the term relates to 
accounting : 


... NEW DEF- 
INITIONS ... 


assets. 2. The series of items on the balance 
sheet of a business enterprise, showing 
the book value of its resources at any 
given date . . . net assets (net worth) 
equal the excess of value of resources over 
liabilities to creditors, as distinct from 
surplus, which is an excess over all liabili- 


ties, including those to owners. 
8. Any items of value owned. 
Collog., U.S. 


| debit. 2. a. An entry on the left side of 

an account. b. Any one, or the sum, of 

the amounts shown on the left side of an 
account. c. The opposite of credit. 

income. That gain or recurrent benefit (usu- 
ally measured in money) which proceeds 
from labor, business, or property; com- 
mercial revenue or receipts of any kind. 

revenue expenditure. Expenses which add 
nothing to the permanent value or capital 
of the business. 


| 


| 
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expenditure. An outlay, or the creation of a 
liability, for an asset or an expense item. 

capital. Net worth; excess of assets over 
liabilities. 

capital surplus. All surplus of a business 
other than earned surplus. It may in- 
clude amounts received from sale or ex- 
change of capital stock above par value, 
profits on resale of treasury stock, or an 
increment arising from revaluation of 
fixed assets, or from donations to capital 
by stockholders or others. 


In some cases the score of the dictionary- 
makers is high. In a few instances, the re- 
sults are disappointing; for example, cap- 
italize, liability. The latter receives star- 
tling treatment : 


liability. A debit item in the general balance 
sheet, showing money (or what purports 
to be its equivalent) with which the treas- 
urer has charged himself, and for the dis- 
posal of which he must account. 


Fortunately, the number of bulls [ slang, 
U.S.] among the thirty or more technical 
accounting terms examined at random by 
the Editor is not large. Accountants as a 
class will welcome this new dictionary as a 
necessary aid to clearness and exactness in 
the use of all business terms. Many innova- 
tions in dictionary-making will be observed. 
Two notable improvements deserve special 
mention: the new emphasis on the use of 
the hyphen in compound terms, especially 
attributives, and the appearance of a com- 
pound term under the first word of the term 
rather than under the important noun, es- 
pecially where the significance of the noun 
has been altered by its use in the term. 


| 
| 
| 
| 


THE “REPORT AND ACCOUNTING’ APPROACH 


NDOUBTEDLY the most difficult task 

| which confronts the elementary ac- 

counting instructor is the presenta- 

tion of an adequate concept of the balance 
sheet. 

The beginning student requires no great 
amount of imagination in perceiving that 
the typical business enterprise acquires 
and owns assets of various types. Further- 
more, the thought that these resources may 
and do become charged with debts is com- 
paratively simple to master. The difficulty 
arises, however, in distinguishing between 
the objective realities of assets and liabili- 
ties, and the subjective reality of the pro- 
prietorship element. What is the nature of 
the capital account? What does the value 
representation assigned to this item in the 
balance sheet really indicate or denote? And 
why does this value representation, as de- 
veloped in a double entry set of books, in- 
variably equal the excess of assets over 
liabilities? 

Again, the student in the first course of 
accounting perceives readily that the as- 
sets do, or should have some value to the 
concern, and that these values are capable 
of expression in terms of the monetary unit. 
Furthermore, he has no difficulty in realiz- 
ing that the initial value placed upon a re- 
source is its purchase price. Difficulty is 
encountered, however, with the problem of 
revaluation which arises in the preparation 
of each periodic balance sheet. Why is it 
necessary to reduce the value representa- 
tions which had been given to certain as- 
sets? What general or basic principle un- 
derlies all of the customary rules of ap- 
praisal or inventory? 

Third, the beginner grasps readily the 
thought that the income of an organization 
consists in the cash value of that which is 
received or acquired by it in payment of 
the commodities or services which it sells. 
The concepts of expense and of profit and 
loss are likewise not difficult. The trouble 
develops, however, in relating the periodic 
income statement to the balance sheet, in 
tracing the effects of profitable or unprofit- 


able operations upon the assets, liabilities, 
and net worth. Students often insist that 
the profit for the period must be repre- 
sented or accounted for by an increase in 
the cash balance. It is sometimes exceedin 
ly difficult to persuade them that the net 
result which was disclosed in the income 
sheet is identified in or reflected by the 
change in proprietorship. 

For the purpose of minimizing these ob- 
stacles which beset the path of the begin- 
ning student, the writer has developed and 
employed an introduction to accounting 
which may be termed the “report and ac- 
counting” approach. As will be observed 
in the further perusal of this article, this 
presentation does not differ radically from 
the “balance sheet” approach. 

The chief differences between the two in- 
troductions may be summed up under four 
headings. In the first place, the writer uses 
the commercial bank rather than the trad- © 
ing establishment for the purpose of dem- 
onstrating the need for accounting reports. 
Second, the corporate form of organization 
instead of the sole proprietorship is em- 
ployed in the development of the basic con- 
cepts of net worth. Again, the beginning 
instruction in the income and expense ele- 
ments treats the results of operations of a 
fiscal period as an entity rather than as a 
series of individual transactions. And final- 
ly, the possibility of the ultimate term- 
ination of the enterprise is emphasized, in 
order to establish a basis for the study of 
valuation principles. 

The report and accounting approach 
begins with a discussion of the corporate 
form of business organization, a business 
entity which is entirely separate, distinct 
and apart from its owners. The acts and 
motives of the incorporators are described; 
they endow the new venture with cash or 
other property rights with the hope and 
expectation that an equal or greater 
amount may be restored to them on or be- 
fore the termination of the undertaking. 

This discussion is followed immediately 
by an illustration. It is assumed that a com- 
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mercial bank is organized and that its spon- 
sors contribute for its exclusive use the sum 
of $60,000.00 in cash. The bank book- 
keeper prepares a statement which in sub- 
stance appears as follows: 

This bank owns: 


Which accounts for: 
The investment of owners 


Without any elaboration on the above, 
the receipt of $100,000.00 in cash as de- 
posits is assumed. Naturally, the instruc- 
tor would point out that the ownership of 
the cash which thus passes through the tell- 
er’s window becomes vested in the bank; the 
depositors in turn acquire the right to de- 
mand payment of an equal amount in Gov- 
ernment money in the future. A balance 
sheet prepared after the consummation of 
this transaction would in substance appear 
thus : 

This bank owns: 


Which accounts for: 
The claims of the depositors 
The investment of the owners 


A third transaction is presented, the ac- 
quisition of $180,000.00 in Governmental 
or corporate bonds at par. A statement 
prepared after this occurrence would ap- 
pear thus: 

This bank owns: 


$ 30,000.00 
Bonds which have been acquired by a 
cash outlay of 


$160,000.00 


The foregoing explanation should of 
course be interspersed with explanations of 
the use of deposit tickets, checks, bonds and 
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related types of business practice. This 
of course provides the background which is 
so vitally necessary to an adequate under- 
standing of accounting matters. 

With the three statements before them 
the students are prepared for the considera- 
tion of general principles. They should see 
that in accepting the investments of owners 
and the deposits of customers the bank in- 
curs very definite responsibilities and li- 
abilities. The deposit transaction confers 
upon the customer the right to demand 
payment of an equal amount in lawful 
money at any time during regular banking 
hours. The investment transaction vests 
the owners with the powers of management, 
and with the right to receive all properties 

that remain after the termination of the en- 
terprise and the payment in full of all debts. 

Thus, we see that the bank has become 
charged with two duties, first, that of a re- 
port, and second, that of an accounting. 
A report must be made of the net values re- 
ceived from owners and creditors; an ac- 
counting of their total must be had in dem- 
onstrating that the cash balance and the 
cost of other resources owned constitute a 
like sum. A complete expression of financial 
condition, the Balance Sheet or Statement 
of Condition, is both a report and account- 
ing; it is a report in that it sets forth the 
liability and capital interests; it is an ac- 
counting in that it exhibits the ownership of 
resources with value representations con- 
stituting a like total. 

The accounting equation is in modern ac- 
counting instruction the basis for the de- 
velopment of a body of concepts concern- 
ing debits and credits and the ledger. This 
equation may now be developed by the use 
of the following formula: 


REPORT 


Cash 
Balance 


Securities 
Owned 


Owners’ 
Investment 


Creditors’ 
Claims 


Original Investment 
Receipt of Deposits ............ + 100,000.00 


$60,000.00 
-+$100,000.00 


Balance 160,000.00 


Purchase of Securities .......... — 130,000.00 


100,000.00 60,000.00 


Balance 


$100,000.00 + $60,000.00 


' 
| 
60,000.00 
$160,000.00 
= 
130,000.00 
$ 30,000.00 + 130,000.00 
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The student should of course understand 
that the foregoing series of statements took 
no cognizance of income and expenses. It 
may be assumed that during the several 
day period covered by those reports the 
bank derived no income and incurred or 
suffered no expenses. However, occurrences 
which result in expenses begin at the very 
moment of organization; these are ordi- 
narily followed by activities which produce 
income for the undertaking. 

The instructor should now present a 
summarized statement of income and ex- 
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pense for the first year of operations. Thi 
may be as follows: 


All bond interest accruing within that year 
was collected (In other words, all bond 
coupons matured on the closing of the 
fiscal year) 


All rent, salaries, taxes and other expense 
obligations incurred within the year were 
paid by means of cashier’s checks, which 
were deposited to the accounts of the re- 
cipients 

No part of the cash or bond holdings was 
lost, stolen, or reduced in value by insol- 
vency, defaults, etc. 


It is therefore evident that at the close 
of the year the bank must report to its 
owners that its earnings amounted to 
$8,400.00, and account for the resulting 
increase in the cash balance. It must also 
report the increase in deposit liabilities aris- 
ing from the payment of expense obliga- 
tions. Again, it must report that the profit, 
or $200.00, is an increase of ownership in- 
terests. Furthermore, it must report that 
the deposit liabilities at the beginning of the 
year have not been diminished or reduced. 


ACCOUNTING 


And finally, it must account for the total 
of : 

liabilities, 

original investment, 


profits, 


by showing that the cash balances and the 
cost of, or values retained in, the other re- 
sources owned constitute a like total. 
The annual report and accounting may 
then be developed in equation form thus: 


REPORT 


Cash 
Balances 


Securities 
Owned 


Owners’ 
Deposits + Investment + Profits 


Financial Position at beginning $380,000 +. $130,000 
Income collected 
Expenses paid 


$100,000 + $60,000 
+Income, $8,400 
—Expenses, 8,200 


+ 8,200 


$38,400 +. $130,000 


200 
$200 


$108,200 +. $60,000-.. 


Thus, it becomes evident that the profit- 
able operations for an accounting period 
increases the total which must be accounted 
for at the expiration of that time interval. 
The amount of the profit may in the discre- 
tion of the Board of Directors be distrib- 
uted among the owners as cash dividends. 
Any profits remaining after the final termi- 
nation of the enterprise and the payment 
of creditors’ claims and owners’ original in- 
vestment become the property of the lat- 
ter. Consequently, the amount of the profits, 


in preparing the annual statement of con- 
dition, must be shown as an increase in the 
ownership interests. 

This presentation paves the way for the 
introduction of the Statements of Condi- 


tion and of Operations. The student is in | 


position to see that the occurrences listed 
in the latter are reported and accounted for 
in the former. He has been afforded a vivid 
illustration of the inter-relationship of the 
two reports. 

The instructor would do well to follow 
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(2) Payments of Dividends, 

(8) Sale of Securities at a profit or loss, 

(4) Transactions which do not involve gain or loss, 
income and expense, 


this up with assumed transactions for sub- 
sequent fiscal years, illustrating the effect 
of such occurrences as: 


(1) Net Loss for year, A sample of such presentation follows: 


ACCOUNTING 


Securities 


Cash 
+ Owned 


Balance 


Balances at beginning of the 
130,000 


Income Collected 
Sale of bonds 


10,000 


Expenses paid 


Profit for year 


Dividends paid ............. — 1,000 
56,800 


REPORT 
Original 
+ Investment 


Accumulated 
Profits 


Deposits 
Liabilities 


108,200 + 60,000+- 200 
Interest 8,400 
+Profit on 
Security 
Sales, 1,000 
9,400 
—Ex- 
penses 8,400 


1,000 


1,200 
1,000 


116,600 + 60,000+4- 
—Dividends, 


60,000 


116,600 


The development of the results of opera- 
tions covering the results of several suc- 
cessive years gives the instructor an oppor- 
tunity to introduce other important con- 
siderations. Among these may be mentioned 
such subjects as capital stock, undivided 
profits, earned surplus, and additional 
types of business practice such as bank 
drafts, New York Exchange, and certified 
checks. Furthermore, the instructor should 
not hesitate to attack the problem of the 
bank loan and its resultant effect upon the 
bank’s resources and deposit liabilities. All 
of these topics provide a strong founda- 
tion for the subsequent consideration of the 
affairs of bank customers, such as mercan- 
tile and manufacturing establishments and 
the service industries. 

In presenting the next topic the instruc- 
tor should stress the fact that the profit 
for an accounting period increased the to- 
tal which must be accounted for in cash 
or the other resources. Furthermore, he 
should remind the students that the profit 
was treated as an addition to ownership in- 
terests, inasmuch as the operations which 
made that favorable showing possible in- 


creased the probable amount which would 
be returned to the owners at or before the 
termination of the enterprise. 

In other words, we consider these state- 
ments from separate, if not opposite view- 
points. On the one side we note only the 
past history of the business institution and 
the net total of all values obtained from 
owners or creditors or from profitable op- 
erations. On the opposite side, we concern 
ourselves with the future history of the in- 
stitution and the probable total of funds 
which will be paid out by it in the liquida- 
tion of debts and in the return of owners’ 
investments. 

It has been demonstrated that an ob- 
server from the first viewpoint lays down 
certain requirements to be followed in the 
preparation of a statement of financial posi- 
tion. It was noted that he demands a re- 
port and accounting for all values com- 
mitted to or obtained by the business unit. 

It now remains for the instructor and stu- 
dents to inquire if an observer from the 
second point of view may with reason or 
propriety lay down additional requirements 
for the preparation of a statement of finan- 
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cial position. If the investigation discloses 
an affirmative answer, it becomes their task 
to ascertain the nature of these demands 
and to develop the additional requisites for 
the ideal balance sheet. 

The instructor would set up a simple 
bank statement of condition, requiring the 
students to analyze this statement from the 
standpoint of a depositor, in form somewhat 
as follows: 

This bank owes me 
positors the sum of 


and the other de- 


To pay these obligations, it possesses: 
Cash in Vault and on Deposit in Other 


He realizes that if the bank could sell 
its holdings of other bonds without great 
loss the depositors need have no fear as to 
the repayment of their claims. 

However, the depositor has vivid recol- 
lections of the wholesale destruction of 
financial institutions which followed in the 
wake of the great depression of 1929. He 
recalls that this disaster was accompanied 
by a swift and precipitous decline in prop- 
erty values. He knows that hundreds of 
banks have found themselves unable to 
procure sufficient amounts from the con- 
version of their securities or loans to meet 
their depositors’ demands. He therefore de- 
sires additional information concerning the 
present status of the bank’s securities, and 
of the probable amount which may be re- 
alized ultimately in cash by their sale. And 
in the event that it is clearly evident that 
the bank will never recover the purchase 
price of a security, he would suggest a re- 
vision of the statement of financial condi- 
tion. He would desire to know the probable 
amount of cash obtainable eventually from 
the sale or collection of the securities and 
the extent to which depositors’ claims will 
be paid. 

It is thus evident that the depositors view 
the financial position of a bank from the 
standpoint of ultimate liquidation and ter- 
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mination. It is evident also that they may 
reasonably demand that the statement of 
financial condition demonstrate the extent 
to which the values committed to or ob- 
tained by the bank have been preserved, 
In other words, the statement should be 
something more than a mere historical sum- 
mary of equities and of resources. This 
statement should constitute a report of 
ownership and creditor interests and an ac- 
counting in terms of resources, predicated 
upon the reasonable belief that the values 
invested or retained in the latter will be re 
alized ultimately in cash and paid over to 
the former. 

Thus, we have developed an adequate 
concept of the balance sheet. This state- 
ment not only accounts for the values ob- § 
tained or committed to the bank, but also 
demonstrates the extent to which these 
values have been preserved. It is not only 
a summary of properties owned and of the 
liability and ownership interests prepared 
for the purpose of showing that the pur- f 
chase price of the former accounts for the § 
latter; it is also a statement of the values § 
retained in the properties and of the esti- 
mated portion of the deposits and owner- 
ship interests which, in the light of cur- 
rent conditions, will be ultimately repaid. 

It is therefore evident that the “report 
and accounting” approach is directed pri- | 
marily to the development of an adequate § 
understanding of the balance sheet. It holds 
before the students constantly the thought 
that a business organization faces dissolu- 
tion and the necessity of a final discharge of 
liabilities. It demands the recognition of this 
eventuality in the periodic revaluation of } 
the assets. 

If, for instance, adverse conditions with 
respect to a bond obligor develops during 
a fiscal period, demonstrating clearly that 
the bank will never recover the full pur- 
chase price of the security, a report of the 
estimate loss should be evidenced in the 
profit-and-loss statement and recognized by 
a reduction of the asset value representa- 
tion in the Balance Sheet. 

Furthermore, if it is evident that all of 
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the receivables arising from the sales of a 
fiscal year will never be collected in full, a 
report of the estimated loss should appear 
in the operating statement and be evidenced 
by a decrease in the asset value representa- 
tion of the balance sheet. 

Thus we see that the “report and ac- 
counting” approach is directed primarily 
to the propositions that: 


first, the creditors of a business concern 
look to it for the full payment of their 
claims, 

second, the owners of the organization 
contemplate the receipt of cash at some 
future date, in the full return of the 
original investment and of the accumu- 
lation of profits, 

third, these considerations demand the 
periodic reporting of the values ob- 

tained by an organization from its 

creditors and owners and from profit- 
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able operations, and in addition, a re- 
port of any known reductions or im- 
pairments of the amount which will be 
available for restoration to the credit- 
ors and owners. 


In other words, the completion of the 
course of study outlined in this article 
should clearly indicate to the student that 
the ideal balance sheet recognizes the pos- 
sibility of the ultimate termination of the 
business organization and the necessity of 
indicating the probable amounts, which 
under the continuance of current conditions, 
will be restored to creditors and owners at 
or before that date. And upon this founda- 
tion of basic concepts the student is pre- 
pared to construct an adequate understand- 
ing of valuation principles and of the proper 
methods for determining the results ac- 
complished in each fiscal period. 

Orton W. Boyp 
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Practical Credit Analysis. Eugene S. Benjamin. 
(Copyright, 1933, by Eugene S. Benjamin, 220 
Fifth Avenue, New York.) 

Mr. Benjamin, with years of experience behind 
him as a successful credit consultant and adviser, 
through this book has placed a collection of work- 
ing principles garnered from his varied experience 
at the service of the business man, the banker, the 
student, the economist, and the accountant. Credit, 
“in every day life, as well as in considered thought- 
ful treatises, has received too little interpretation 
and exposition.” 

To what extent should credit be granted a pro- 
spective borrower? The answer lies in this carefully 
planned and elucidating volume. Although the 
moral risk cannot be overlooked, the most impor- 
tant and deciding factors should be the conclusions 
drawn from an analysis and interpretation of the 
financial statements. 

In order to support the methods utilized by Mr. 
Benjamin, it is necessary to notice the objectives 
of credit analysis. These are six in number, and 
may be indicated as follows: 

1. To determine the liquidating value condition of 
the current assets; 

2. To determine the health relation of receivables, 
merchandise, and liabilities to sales; 

8. To determine to what extent the borrower re- 
lies upon borrowed capital; 

4. To provide a measuring stick or thermometer 
against which to judge the health of a balance 
sheet—individually or in comparison with others in 
the same line of industry; 

5. To discover balance sheet falsification or mis- 
statement therein of material facts; 

6. To provide a true current ratio on which to 
predicate loans or credit. 

In order to arrive at meaningful conclusions rela- 
tive to these objectives, it is emphasized that state- 
ment analysis should proceed by means of ratios. 
A long list of ratios is given, but all of them need 
not be applied to each case being investigated. Each 
ratio is explained carefully, and emphatic but ex- 
plained exception is taken to the practice of rely- 
ing fully upon the current ratio. The ratio list in- 
cludes the following: Current ratio; receivables to 
sales; merchandise to sales; merchandise to receiv- 
ables; merchandise to liquid capital, liabilities to 
sales; liabilities to liquid capital; turnover of liquid 
capital; turnover of merchandise; debt reflected in 
merchandise; net profit on gross capital; cash to 
bank loans. 

It is suggested that the ratios worked out for a 
given concern be compared with like ratios for that 
line of business. If standard ratios for that line 
are not available, one is shown how to proceed over 
a period of time in developing such a collection to 
be used in making desirable comparisons, 


The ratios suggested also are of value to anyone 
engaged in business to secure information periodi- 
cally usable as a business efficiency guide. Their 
use in this connection will avoid costly mistakes. 

One is shown by means of various practical ex. 
amples in the form of actual statements selected 
from a variety of business activities just how to 
proceed in setting up a statement for analysis pur- 
poses, and how to enter up the ratios deemed de- 
sirable. 

Thus, this volume is practical more than theo- 
retical; it should appeal to anyone desirous of 
learning how to go about such work with a mini- 
mum of lost motion. As a reference book of high 
quality and standard, this volume is recommended 
unqualifiedly. 

Georce E. Bennett 

Syracuse University 


Wholesale Distribution of Breakfast Cereals in 
Southern Michigan. Edgar H. Gault and Ray- 
mond F. Smith. (Ann Arbor, Michigan Business 
Studies, Vol. V, No. 4, University of Michigan, 
pp. 47. $1.00.) 

This is an analysis of the marketing problems 
arising in the wholesale distribution of nationally 
advertised and private brand breakfast cereals 
based upon data collected in 1931 from 35 whole- 
salers and 5 grocery chains in four territories in 
southern Michigan—Detroit, Grand Rapids, Kala- 
mazoo and Saginaw. While the study confines itself 
to a limited group of grocery products the con- 
clusions drawn therefrom may well apply to any 
nationally advertised food product distributed by 
service wholesalers. In their summary and conclu- 
sion the authors say: “The problems encountered 
by wholesalers in handling branded breakfast 
cereals are illustrative of similar problems existing 
in other divisions of the food industry in which a 
few highly competitive national brands dominate 
the market. This study, then, although devoted pri- 
marily to a consideration of the marketing prob- 
lems of wholesale grocers in handling branded 
breakfast cereals, is significant in portraying the 
problems that arise when-a manufacturer, through 
national advertising and sales promotion activities, 
forces wide distribution of a convenience good in 
a highly competitive market.” 

The problems above referred to are the familiar 
ones of narrow margin received by the wholesaler 
on nationally advertised food products, keen com- 
petition in these lines which most frequently re- 
sults in drastic price cutting, using the products as 
leaders by both wholesaler and chain and the free 
deal problem. 

The text material which includes a brief history 
of grocery wholesaling in the United States is il- 
lustrated by 11 tables of figures in the main body 
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of the pamphlet and 3 in the appendix. These 
tables show the amount and kinds of breakfast 
cereals distributed in the area covered, the concen- 
tration of the total amount under a few brand 
names, advertising expenditures of cereal manu- 
facturers, gross margins secured by wholesalers in 
poth nationally advertised and private brand 
cereals, and the extent to which these products are 
used by the wholesalers as price leaders. An inter- 
esting comparison is shown of the expenses in- 
curred by wholesalers and rates of stockturn as 
revealed by this study and those conducted by Ohio 
State University and Harvard. The rate of turnover 
of breakfast cereals as shown by this study is 
nearly twice as rapid as the rate of turnover of 
all merchandise as shown by the Ohio survey, but 
the conclusion is drawn that owing to the narrow 
margin secured it is doubtful that the total opera- 
tions are profitable to the wholesaler. The appen- 
dix also contains several pages devoted to typical 
comments of distributors interviewed on the use 
of the free deal by manufacturers. Most of the 
comments are highly critical of the practice as a 
method of stimulating profitable business for the 
wholesaler, but several granted its effectiveness in 
introducing a product to the consumer. 

The study is valuable to teachers and students of 
marketing in that it contributes additional proof 
of the influence and control the manufacturer may 
gain over the operating profits of wholesale and 
retail distributors by capturing the consumer mar- 
ket through extensive advertising. It further il- 
lustrates the fallacy of the “average mark-up” to 
cover expenses and allow a net profit and points 
out the necessity of the distributor determining ac- 
curately what it is costing him to sell specific items 
of merchandise. 

D. R. 

University of Wisconsin 


Corporation Finance. Seventh Edition. Edward 
Sherwood Mead. (New York: D. Appleton-Cen- 
tury Company, 1933. Pp. xxv, 726. $4.00.) 

For purposes of review, Prof. Mead’s recent re- 
vision of “Corporation Finance” may be divided 
into two parts: (1) the first 350 pages of the book 
which are substantially the same as Volume I pub- 
lished in 1928, and (2) the remaining 350 pages 
which have been substantially changed. 

New emphasis has been placed on some of the 
problems which have assumed unusual proportions 
in the last three years, such as reorganizations, con- 
solidations and combinations. The section on Re- 
organizations, in particular, has been expanded into 
an excellent discussion on this subject. 

The chapter on Reorganizations by Court Order 
is an historical summary, such cases being con- 
sidered as the Northern Securities Case, and the 
Standard Oil dissolution. 

The chapter on Receiverships has been changed 
but little “. . . since practice in this department 
has been modified only in the respect of submission 
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to various public commissions for approval in the 
case of public utilities.” 

Most of the emphasis in this general section has 
been placed on the chapters devoted to Reorgani- 
zations without Foreclosures, an entirely new chap- 
ter, and Reorganizations of Insolvent Corporations. 
Much new material has been added. 

Finally, a very brief but excellent chapter has 
been included on the subject of “Liquidations” 
which Prof. Mead believes “. . . is likely to assume 
increasing importance.” 

This revision brings the book fairly well up-to- 
date. The author has recognized that “Railroad se- 
curities no longer occupy the first rank” and has 
changed the text accordingly. It is unfortunate that 
changes, at least in terminology, were not made in 
the first half of the book—particularly in the 
chapters on Profits and Surplus. However, as a 
whole, this revision has given us an up-to-date and 
improved text. 

F. P. Smrrn 

Yale University 


The Financial Policy of Corporations, Third Re- 
vised Edition. Arthur Stone Dewing. (New 
York: The Ronald Press Company, 1934. Pp. 
xviii, 1309. $10.00.) 

Although this volume has “been rewritten from 
one end to the other,” Professor Dewing has suc- 
ceeded in confining the contents to about the same 
number of pages as before. The edition of 1926 con- 
tained six books entitled: Corporate Securities, Pro- 
motion, The Administration of Income, Expansion, 
Failure and Reorganization, and Investments. Once 
again we find six books in the present edition, but 
they are entitled Corporate Securities, Valuation, 
Promotion, Administration of Income, Expansion, 
and Reorganization. The main difference, therefore, 
is the substitution of a book on Valuation for the 
one on Investments. The book on Corporate Securi- 
ties has been compressed to half its former length. 
Four chapters appear under the heading of Valua- 
tion: The Theory of Value as Applied to Corporate 
Property, Valuation of Industrial Corporations, 
Practical Application of the Theory of Valuation 
to Individual Corporations, and the Valuation of 
Public Utilities, embracing just under two hundred 
pages. Over forty pages have been taken from the 
section on Promotion. The book on the Administra- 
tion of Income has been allotted over fifty pages 
more than before, chiefly because of new chapters 
on the Industrial Cycle and Current Capital. One 
hundred twenty-three extra pages are given to Ex- 
pansion, and forty-four additional ones are in the 
book on Reorganization. As is usual with Pro- 
fessor Dewing’s books, this volume is well docu- 
mented, the style makes for ease of reading and 
comprehension, and the publishers have done their 
part well. 

ArtHur W. Hanson 

Harvard Graduate School of 

Business Administration 
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Essays in Biography, John Maynard Keynes. (Har- 
court, Brace & Co. 1933. Pp. 10, 318. $2.50.) 

In the preface of this volume the author ex- 
plains that these essays were “not written coolly, 
long afterwards, in the perspective of history.” 
Neither do they appear in publication for the first 
time, since only the essays on Lloyd George and 
Malthus have not been published before. Nor is 
the volume given over entirely to biography, for 
the second section contains “some scattered com- 
mentary ... on the history and progress of eco- 
nomic doctrine. . . .” Mr. Keynes did not need to 
explain that his essays were “not written coolly” 
for a careful consideration of his view sufficiently 
indicates the fact. His introductory remarks con- 
cerning his essay on Mr. Lloyd George expresses “a 
certain compunction,” but none is manifested in 
his reference to Woodrow Wilson to whom he re- 
fers as “a blind man, unbelievably out of touch 
with the realities of things, filled with the wrong 
suspicions.” It is made obvious that Wilson, in 
Keynes’ opinion, did not play the game with Lloyd 
George, the actor, nor with Clemenceau who refused 
any angle of vision except that of France and Ger- 
many in the age-long enmities from which the rest 
of the world is the victim. Consequently, Wilson 
was wrong and stupid. Fortunately, the subsequent 
course of events does not confirm this appraisal. 
A careful examination of the facts from present 
day perspective does not justify the conclusion that 
Wilson was stupid because he could not cope with 
the histrionic abilities of Mr. Lloyd George and the 
fatalistic cynicism of Clemenceau. Indeed a fair 
appraisal of these men and events would at least 
leave one with the impression that the iniquities 
of the peace were certainly in a large measure 
traceable directly to them. Obviously it was wrong 
of Wilson to assume that these statesmen had 
learned anything from the terrors of the War, for, 
unfortunately, he made us appear as we were and, 
indeed, are—exceedingly gullible. But the knowl- 
edge thus gained by others may prove rather costly 
to them in the long run. 

Passing from Part I, Sketches of Politicians, to 
Part II, Lives of Economists one comes to far 
more pleasing material. Mr. Keynes’s essay on Mal- 
thus is truly delightful reading and particular 
passages are outstanding. Thus, “If only Malthus, 
instead of Ricardo, had been the parent stem from 
which nineteenth century economics proceeded, 
what a much wiser and richer place the world would 
be today!” Here he refers to the necessity of un- 
learning much that Ricardo taught. Mr. Keynes has 
“long claimed Robert Malthus as the first of the 
Cambridge economists; and we can do so, after 
the publication of these (Malthus’s) letters with in- 
creased sympathy and admiration.” Indeed, “. . . 
the almost total obliteration of Malthus’s line of 
approach and the complete domination of Ricardo’s 
for a period of a hundred years has been a disaster 
to the progress of economics. Time after time in 
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these letters Malthus is talking plain sense, the 
force of which Ricardo with his head in the clouds 
wholly fails to comprehend.” Obviously Mr. Keynes 
regards the letters between Malthus and Ricardo as 
“. , , the most important literary correspondence 
in the whole development of Political Economy.” 

More than a hundred pages of the volume are 
given over to an excellent essay on Alfred Mar 
shall to whom he attributes “A power of intense 
concentration for brief periods, combined with a 
lack of power of continuous concentration. . . ” 
Marshall, according to Mr. Keynes, “reached Eco- 
nomics through Ethics and became a scientist . . , 
within his own field, the greatest in the world for 
a hundred years.” As the successor of Ricardo and 
Mill, Marshall undertook “. . . to supply some of 
the requisite limitations and conditions” omitted by 
them. In revamping their work Marshall was very 
effective in the field of money, but unfortunately 
his theories were not expanded in systematic form 
until the appearance of “Money, Credit and Com- 
merce” in 1923. By this date nearly all “his main 
ideas had found expression in the works of others” 
including “analogous” ideas of Professor Irving 
Fisher. Not so with Marshall’s Principles of Eco- 
nomics, a work which “. . . ushered in a new age 
of economic thought.” Mr. Keynes clearly appraises 
it, bringing out its striking superiorities and also 
its weaknesses, but everything considered the work 
establishes Marshall as “the first great economist 
pur sang that there ever was. . . .” Few who are 
familiar with Marshall’s relative status as an econo- 
mist will question this tribute. 

A less significant but more interesting person- 
ality was Edgeworth to whom Mr. Keynes turns 
next and of whom he says, “For forty vears a long 
stream of splinters split from his bright mind to 
illumine (and to obscure) the pages of the Statisti- 


cal and Economic Journals.” There follows the | 


final essay, on F. P. Ramsey, whose death at the 
age of twenty-six, “. . . was a heavy loss... 
to pure theory of Economics.” This statement is 
based upon certain papers written by Mr. Ramsey, 
among which “A Mathematical Theory of Saving” 
stands out as “one of the most remarkable con- 
tributions to mathematical economics ever made. 
. . Ramsey also made rather substantial contri- 
butions to philosophy and the essay leaves one with 
a sense of regret that one so promising was cut 
off so early in life. 

Taking the volume as a whole one is impressed 
with the excellence of Keynes’s literary style, the 
range of his knowledge in both economics and 
mathematics and the keenness of his insight into 
men and affairs. But one is also impressed with a 
certain cock-sureness which is not at all times sus- 
tained by the arguments and the facts. However, 
the essays on Malthus and Marshall alone amply 
justify the volume. 


E. A. 
University of Virginia 
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Economic Development of the United States. Isaac 
Lippincott. Third Edition. (New York: D. 
Appleton & Co., 1988. Pp. xxii, 734. $4.) 

In this widely known and well established text 
Dr. Lippincott treats the Economic Development 
of the United States under four main subdivisions, 
namely, (a) Factors in Economic Progress, (b) 
The Colonial Period, (c) Founding of the National 
Industrial System, 1789-1866, and (d) Expansion of 
National Industries, 1860-1930, Since two hundred 
and ninety-six pages are devoted to the first three 
parts, a much fuller treatment is provided for the 
last period. In the preface to the first edition Dr. 
Lippincott states that “. .. I have treated the sub- 
ject matter of economic history as a record of 
development.” The chapter headings indicate the 
scope of treatment for they relate to Population, 
Extractive Industries, Agriculture, Manufactures, 
Commercial Development, Foreign Trade, War and 
Reconstruction, Socialization of American Institu- 
tions, and Economic Progress. It is obvious, then, 
that the material is organized with reference to the 
major aspects of economic development in definite 
periods of time. Thus it is possible to compare 
growth, change or progress of any one phase in 
the Colonial, the pre-Civil War and the post-Civil 
War periods. The turning points are, therefore, the 
Revolution and the Civil War. However, the author 
is careful to point out that the latter event “. . . 
marked no turning point in our history. . .,” nor 
did it introduce a new period, since “The founda- 
tion for the modern system, both in economic and 
social matters, had been laid before the coming 
of the war.” There is no indication that the year 
1914 may be regarded as another turning point. 
Perhaps the author feels that more time must elapse 
to afford the historical perspective essential to a 
decision on this point. Nevertheless, the third edi- 
tion is the result of the necessity of “. . . a new 
appraisal of our economic development in the light 
of changes . . .” which “. . . have been particularly 
rapid since the close of the late war.” But the 
appraisal is not confined entirely to economic con- 
sideration since “. . . it is impossible to appraise 
our growth in matters economic without a side 
glance at political and social changes. . . .” And 
the resulting chapters on social conditions appear 
to fully justify this point of view. 

Dr. Lippincott’s treatment of his subject indi- 
cates both breadth and balance. He observes that 
“Almost from the beginning America became a 
melting pot .. .,” since “... great migration which 
wrought enormous changes . . . began about the 
close of the Revolution.” The westward movement 
is given a place, though somewhat inadequate, and 
the defects of the plantation system are brought 
out. The land policy “. . . afforded one of the 
strongest of all stimulants to agricultural expan- 
sion,” but there were glaring weaknesses, not too 
well stressed. The strength of the competitive re- 
gime is found in the human power it released, but 
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but it was our vast natural resources which made 
it possible to absorb the mistakes engendered by 
that system. The disappearance of free land made 
this process more difficult and there developed both 
a farm problem and a labor problem. In discussing 
the combination movement, the evils traceable to 
corporations and devices to restrain trade an im- 
pressive anomaly is found in the fact that “... 
laws must be devised to reform the evils of monop- 
oly on the one hand and those of competition on 
the other.” In discussing the Depression of 1929-82, 
Dr. Lippincott finds that “. . . the unevenness of the 
advance was a cause of unbalanced industrial re- 
lation. . . .” It is gratifying to learn that he does 
not trace the depression to monetary causes alone. 
Moreover, he speaks of the economic dependence on 
the outside world. Yet, in the face of problems 
growing out of the new business revolution follow- 
ing 1885, he finds “a . . . curious inconsistency 

. in the insistence, on the one hand, of a large 
measure of social domination over the management 
of industry and the accumulation of wealth, and, 
on the other, in the strong individualistic tendencies 
in everything that related to personal conduct.” In 
the final chapter, in summarizing, he reverts to 
progress. Has there been progress? The word has 
no positive meaning since “. . . the people of the 
times must decide what constitutes their prog- 
ress .. .” but, if greater satisfaction of material 
wants is the test, then we have had progress. More- 
over, there has been an increased control over the 
forces of nature. But, “. . . in spite of our achieve- 
ments, poverty has not been eliminated.” 

The book is notable for orderly arrangement of 
a vast amount of factual material relating to our 
economic development and, while there are occas- 
ional remarks indicating a grasp of its significance, 
there does not appear to be an underlying philos- 
ophy, historical or otherwise, by which facts and 
institutions are to be appraised. He has unfolded 
the story of the economic evolution of America 
with much skill but, for the most part, the reader 
is left to form his own conclusions as to the kind 
of civilization which has resulted from the evolu- 
tion. Moreover, certain vital factors such as the 
economic significance of sectionalism and of geo- 
graphic factors have been given very little con- 
sideration. In addition, the play of international 
economic forces upon American life has not been 
worked into the fabric of his description in a way 
which the significance of the subject deserves. How- 
ever, everything considered it is difficult to see just 
how the entire task of presenting an adequate ac- 
count of our economic life past and present could 
have been done more effectively, when the method 
chosen by the author is taken into account. The 
reviewer found but few typographical errors and 
no important misstatements in this admirable 
text. 


E. A. Krxcam 
University of Virginia 
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The Accounting Review 


Recovery and Common Sense. O. M. W. Sprague. 
(Boston: Houghton-Mifflin Company, 1984. Pp. 
96. $1.00.) 

The title of this book is exceptionally well taken 
since it clearly indicates not only the nature of the 
subject matter but the point of view of the writer. 
It is a reprint of ten articles by Dr. Sprague which 
appeared in the New York Times in November and 
December 1933 following his resignation as financial 
adviser to the United States Treasury in protest 
against the monetary policies of the Administra- 
tion. Although written in the heat of controversy 
and at times sharply critical by implication, the 
discussion is coldly analytic; a judicial weighing of 
evidence and statement of viewpoint. 

It was necessary, of course, that each article 
should be a unit dealing with a particular aspect 
of the discussion. There is an advantage in this 
method of approach in that each of the chapters is 
clearly focussed and is written in the direct man- 
ner necessary to attract and hold the attention of 
the newspaper reader. The first line in the book: 
“In this book I am going to discuss ways and means 
of extricating the country from depression” is char- 
acteristic of its direct purposive style. There is, 
however, a serious corollary disadvantage. Such a 
treatment, written for popular consumption, ob- 
viously cannot be presented in the scholarly fashion 
that a more comprehensive and unified study of the 
problem as a whole might have been. 

The first two chapters deal with non-monetary 
aspects of the recovery program, the remaining 
eight focus upon monetary policies with emphasis 
upon the problems of revaluation. The final chapter 
contains recommendations on permanent monetary 
policy. Taken as a whole it represents a popularized 
summary of the point of view of one of the 
strongest of the proponents of “sound money.” 

The book is not annotated and does not contain 
a table of contents or index. 

James H. SHOEMAKER 

Brown University 


Intermediate Accounting. Vol. I. Jacob B. Taylor 
and Herman C. Miller. (New York: McGraw- 
Hill Book Company, 1933. Pp. 395.) 


The introduction explains the value of account- 
ing knowledge as an aid to managers, owners, and 
creditors of a business enterprise; and also various 
concepts of value are discussed. 

Throughout the text the reader will find sufficient 
and clear discussion on those subjects which are 
expected to be found in an intermediate text on 
accounting. Some of those subjects are: the prep- 
aration of adjustments, working papers, detailed 
classification and arrangement of financial state- 
ments from both complete records and from single 
entry records, and the analysis of financial state- 
ments. In this latter named chapter it should be 
noted that the useful statement of variation in net 
profit is presented in two forms. A separate chapter 
immediately following explains the statement of 


funds-sources and application. Liberal discussion 
on cash and receivables is given with a bank recon- 
ciliation statement and explanation of kinds of re 
ceivables and their valuation. 

Classifications of inventories; valuation of ip- 
ventories according to the gross-profit method, re- 
tail-inventory method, first-in first-out method, 
weighted-average method, moving-average method 
and the base or minimum stock method are jj- 
lustrated fully. 

The discussion of prepaid expenses, deferred 
charges, and deferred credits is very brief because 
these items are discussed only from the standpoint 
of balance sheet valuation. Three chapters are de- 
voted to fixed assets and special attention should 
be centered by the careful reader on pages 183-194 
inclusive. These pages contain timely and sound 
explanations on accounting for appraisals: (1) 
changes in the estimate of accumulated deprecia- 
tion, (2) changes in value-increase, (3) the case 
combining the change in the estimate of remaining 
useful life and the increase in value, (4) changes 
in value-decreases, and (5) disposal of fixed assets, 
appreciation of which has been recognized in the 
accounts. 

Investments; current, contingent and fixed lia- 
bilities; capital stock, both par and no-par; surplus 
and reserves conclude the chapter material pre- 
sented. On page 217 we are shown the acceptable 
method for the second or subsequent sale of no- 
par stock. The illustrative entries of par value stock 
are valuable to a student because one good method 
is given without confusion by too many alternative 
methods. 

The text is not primarily a problem book but it 
contains both ample discussion material and il- 
lustrations. Following the fifteen chapters with 
questions there are 146 pages devoted exclusively 
to problems which are to be assigned with the re- 
spective chapters indicated. The text is appropriate 
for both a concluding course in the general business 
curriculum and as a third or fourth semester course 
for the accounting major. 

W. E. Karrensrock 

University of Illinois 


New York Laws Affecting Business Corporations, 
Annotated, revised to May 26, 1934. Fifteenth 
edition, J. B. R. Smith, editor. (New York and 
Albany: United States Corporation Company. 
Pp. xxxii, 484. $2.00.) 

This new yearly edition on all the material legis- 
lative acts of New York State affecting the organi- 
zation and statutory regulation of private business 
corporations contains the legislature’s recently 
adopted thirty separate acts which resulted in 
changes in forty-seven sections of the corporate 
laws as included in the previous edition. 

The outline of changes shows that the general 
corporation law, the stock corporation law, the 
membership corporation law, the tax law, the gen- 
eral business law, the penal law, the personal prop- 
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Book Reviews 


erty law, and the decedent estate law have been 
affected, with the tax law altered the most; in times 
like these, such is the natural course. However one 
may criticize, it is some consolation to feel that 
what could have been done is really worse than 
what was done. One notes that the miscellaneous 
fees payable to the Department of State, as sum- 
marized and reported, remain the same as last year. 

In reviewing previous editions of this work in 
these columns, it was stated that this book con- 
tinues in the réle of a “scientifically formulated ad- 
junct” to New York corporate practice. It hardly 
seems necessary to reiterate that since we have 
been encountering lately so many “do and do nots” 
clothed with legal sanction anyone in practice to- 
day who is not law conscious, and who will not 
keep at his elbow for reference purposes guides and 
charts which will permit of a scientifically planned 
course of action for each client’s business, is as far 
behind in the procession as the one horse shay is 
behind the modern airplane. Accountants in prac- 
tice, as well as attorneys, should keep themselves 
abreast of the times in corporate work; it may be 
done through a service such as this. 

The form of the book is convenient; the price 
is moderate. Each new edition contains annually 
augmented notes upon decisions of the Court of 
Appeals. These notations, employing as they do in 
almost all cases the court’s exact language, com- 
prise by themselves a modern corporation law case 
book for New York. E. Benwettr 

Syracuse University 


Practical Business Statistics. Frederick E. Croxton 
and Dudley J. Cowden. (New York: Prentice- 
Hall, Incorporated, 1934. Pp. xiv, 529. $3.50.) 
This is a book primarily on statistical methods. 

It is designed to serve as a text for an elementary 
course. The authors disavow all claims to mathe- 
matical completeness, Their purpose is “to present 
to students who expect to enter business the more 
elementary statistical procedures that may prove 
useful to them.” 

The term “statistics” is defined as “the collection, 
presentation, analysis, and interpretation of nu- 
merical data.” In keeping with this definition the 
major part of the volume is concerned with the 
following topics: collection of data, statistical 
tables, graphic presentation, ratios and percentages, 
the frequency distribution, measures of central 
tendency, dispersion and skewness, the normal 
curve, time series analysis, index numbers, and cor- 
relation. A rather more comprehensive treatment of 
graphic presentation is included than in most text- 
books on statistics, and attention to numerous ac- 
counting ratios is a welcomed feature. 

A concluding chapter is devoted to forecasting, 
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which is necessarily very incomplete. The book 
would also be improved, in the judgment of the 
reviewer, by greater attention to “external” busi- 
ness statistics. Practical business statistics must 
necessarily place considerable emphasis upon data 
from commodity markets, industries, and general 
business conditions, in addition to the “internal” 
situations of a business. . 
The book as a whole impresses the reviewer as of 
high quality within its chosen field and also as a 
teachable text. This latter quality is enhanced by 
a series of questions at the end of each chapter. 
J. L. Sumer 
Harvard Graduate School of 
Business Administration 


Principles of Accounting, Volume I. Intermediate. 
H. A. Finney. (New York: Prentice-Hall, Inc., 
1934. Pp. xii, 765. $5.00.) 

Whereas the first edition of Volume I of Pro- 
fessor Finney’s excellent Principles of Accounting 
was a book of about six hundred and twenty-five 
pages, the present Volume I, Intermediate, con- 
tains seven hundred and sixty-five pages, although 
both have thirty chapters. The present edition is a 
thorough revision. Instead of opening with chapters 
on Single Entry and Double Entry, Profits, State- 
ments at the End of the Accounting Period, Analy- 
sis of Statements, and Partnerships, this book be- 
gins with chapters on the Fundamental Processes 
of Accounting, Working Papers, and Statements. 
Following these we find five chapters on Corpora- 
tions, taking the place of three in the earlier edi- 
tion. Next we find two chapters on Actuarial 
Science, which did not appear before. The chapter 
dealing with controlling Accounts and the Factory 
and Private Ledger no longer appears, a fact also 
true of the chapters on Agencies and Branches and 
Venture Accounts. The old edition had five chap- 
ters on Partnerships, but here we find none. Lack- 
ing also are the five chapters on Insolvent Concerns, 
Statement of Affairs, Realization and Liquidation 
Account, Realization and Liquidation Statement, 
and Charge and Discharge Statement. Several other 
chapters appear again in the new volume but in a 
different position or new form, and new chapters 
appear dealing with Tangible and Intangible Fixed 
Assets, Investments, Liabilities, Funds and Re- 
serves, Comparative Statements and Analysis of 
Working Capital. The Questions and Problems now 
appear at the end of the book. The net effect of 
these changes is to modernize the volume and to 
afford a more thorough-going working of a slightly 
narrower field. 

Artruur W. Hanson 

Harvard Graduate School of 

Business Administration 
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UNIVERSITY NOTES 


CaRLETON COLLEGE 


Mr. Jesse S. Robinson, professor of ac- 
counting and business administration, will re- 
turn this fall from a semester’s leave spent 
in study in England. 


UnIversity oF DENVER 


Mr. L. C. Linck, assistant professor of ac- 
counting and lecturer on Income Tax, is leav- 
ing the department. New members of the staff 
will be Mr. George T. Evans, lecturer on 
Income Tax, Mr. J. G. Larson, C.P.A., lec- 
turer on cost accounting, and Mr. Allen Red- 
eker, C.P.A., lecturer on NRA problems. 


UNIVERSITY OF FLORIDA 


Professor Howard W. Gray will resume 
his teaching after a semester’s leave of ab- 
sence. His place was filled the past semester 
by Dr. Paul M. Green who is returning this 
September to his position at the University of 
Illinois. 

Instructor Fred C. Ward received his mas- 
ter’s degree in June, submitting a thesis en- 
titled “Some Phases of Municipal Finance 
with Special Reference to the Accounting Pro- 
cedures of Ten Florida Cities.” 


University oF GrorGia 
Mr. Lloyd B. Raisty, C.P.A., assistant pro- 
fessor of accounting, received his doctor’s de- 
gree from the University of Texas in June. 


UNIversItTy oF ILLINOIS 


Dr. R. P. Hackett has accepted a tempo- 
rary appointment to do special work on classi- 
fication of expenditures for the National Com- 
mittee on Municipal Accounting. 


LouistaNa State UNIVERSITY 


Mr. F. J. Blossman, assistant in accounting, 
is leaving the department to join an account- 
ing firm in New Orleans. Assistant Carl Neal 
is also entering business. 

The Louisiana Society of Certified Public 
Accountants has adopted a schedule of mini- 
mum fees which members must observe. The 
Society has also passed a resolution aimed at 
competitive bidding. 


University oF MoNnTANA 


Mr. Charles Rohel, assistant in accountigy 
has joined the firm of J. P. Callan, C.PA& 
of Butte, Montana. Mr. Charles Mason, 
sistant registrar, is demonstrating calcu 
ing machines during the summer. Dean Li 
is doing agricultural research in eastern Mg 
tana for the Federal Rehabilitation Board 
summer. 

A new Student Union building has just be 
approved under the P.W.A. The building 
involve an investment of $300,000. 


Onto University (ATHENS) 
Mr. C. M. Copeland, director of the Schod 


of Commerce and Professor of accountin 
who has been connected with Ohio Universi 
41 years, resigned at the end of last semes 
because of ill health. His successor as dire 
tor is Dean A. H. Armbruster of the Univ 
sity of Pittsburgh. The accounting will bj 
taught by present members of the staff, W. B 
Fenzel, E. E. Ray, and Ralph F. Bechert. 


UNIVERSITY oF OKLAHOMA 


Professor Barnes recently passed the Off 
lahoma C.P.A. examination. 


University or TExas 


Dr. Wilford L. White, professor of mam 
keting, has been granted leave of absence t@ 
serve as chief of the Domestic Division of th 
United States Bureau of Domestic and For 
eign Commerce, Mr. Frederick K. Hardy h 
been appointed associate professor of ma 
ing. Mr. Heschel C. Walling, research 
countant in the bureau of business researed 
has accepted a position in the statistical d 
vision of the Farm Credit Administration. 


Yate UNIversitTy 


Mr. George H. Heideman, B.S., Univ 
sity of Illinois, has been appointed assis 
in accounting, Mr. Robert L. Dixon, M 
University of Michigan, has been promote 
to the rank of instructor in accounting. 

The registration in accounting for next ye 
shows a marked increase; preliminary figure 
indicate 330 as compared with 215 last year 
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